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FOREWORD 


Is the present work the author his supplied a useful and 
lucid introduction to the important economic topics of 
Currency, Banking and International Trade for the Indian 
students as well as for onr general public Any one who 
contributes to the clarification of thought on these pivotal 
matters certainly performs a public service Tbe book will be 
the more useful to our college students and general readers 
because it amis at emphasising the changes in monetary, 
banking and trade policies which form the characteristic 
feature of the post Y\ ar period It is indeed a fascinating 
study on which the student of these matters is entering, and 
he may be snre that he « ill amply be row aided for the sustained 
exertion that ho will have to put forth Meanwhile, I shall 
proceed to notico briefly some of the topics dealt with by 
Prof Sharma. 

The author has put in a pica for stabilisation and for the 
restoration of the International Gold Mandard under proper 
and suitable conditions He has also diseased some of the 
defects of the substitutes lor the Gold Standard That 
standard has in its Giaour not onlv psychological supports 
and sanctions but also the great advantages which it possesses 
on the international side Id fact the strongest defence of 
the standard lies on the side of its international significance 
aud functioning Even the Sterling bloc countries, which are 
in such an advantageous position otherwise, are still anxious 
to return to the Gold Standard The future lies not with tbe 
dethronement or abandonment of the Gold Standard, but on 
the side of its better management and further development. 
For, indeed, the Gold Standard has shown itself most clastic 
and capable of very great development In particular, the 
proposals of Mr Keynes and others for the ‘ Variable Gold 
Standard ” have opened up new potentialities of management 
— the gold parity being varied according to the state of 
national and international price levels 

Our author has devoted a section to the Purchasing 
Towel Parity Theory That remarkable theory has already 
hail ft long and interesting theory ever since its enunciation 
by Prof Casgel The theory has assumed a Comparative as 
well as an Absolute form— which it is very necessary to 
distinguish — while Cassel himself has grcatlv modified tbo 
earlier form in which bis theory was cast The utility of the 
theory as a first approximation has certainly survived all 
adverse criticism, but it is obviously necessary that the theory 
should bo applied with caution 

Prof Sharma has done well to give a special chapter to 
the functions and importance of the Bank for International 



r-ptt laments That bank lias been expanding its functions 
nnlir tht stu^s of economic circumstances, and it bids fair to 
Intone the lotus of cooperation on the part of the central 

I inks of the world The movement towards such co operation 
was necessitate 1 bj tht desirability at once for interchange of 
i>t rvices and of ivotdmg friction But such co operation can 
go mot h further and can be of immense use to the world not 
onlv on the banking sale but by improving monetary policy 
and stand irds Thus many of the defects which have latterly 
crept into the Gold Exchange Standard can be eliminated by 

II c to operation of central banks while the International 
< old ''tan lard tan b<* assisted in the matter of its restoration 
through the saint agency Thus such an authority on 
< urn nc \ matters as bir Walter Layton has envisaged the 
po nihility of i lacing the task of regulating the long period 
value of gold tu tht hinds of the Bank for International 
Settlements and Hr J mzig has shown how that bank can 
Ik lp in either steidvin 0 or raising the worl 1 price level 
Hit same author has indeed brought forward the idea of a 
4 world hiuk ratt and lias made suggestions for the regula 
tion of the rales of interest to he charged by the Lank 

spend attention has also been drawn in the book to the 
effects of tin Ottawa Agreement and the Indo British Trade 
I act The author has presented the reader with both Sides 
of this emitroierm! matter hut lie has taken caro to add 
that the progressive substitution of the ludun linseed for the 
Argentine article in the British market “is an outstanding 


aihievement of tin Ottawa tgreement Quito apart from 
the details of any particular agreement or pact, we have to 
note the general economic advantages of a policy winch 
secures to a raw material j reducing country like India a 
prcferentnl footing in such a gnat and comparatively steady 
market as Great Britain — especially m tunes like the present 
I or we can take it that other countries producing raw 
materials have been an l will be developid on scientific lints 
and, therefore, In lia will in future bo constantly cxpo«ed to 
mwer anl strong) r competition in that economic sphere 
winch she has dominated m the pa«t 

In conclusion, it is to be Ji iped that our students as well 
as g mral readers will benefit by the latonrs of Prof Shartna 
and will be Uii on to study the authoritative works on the 
topic* whu h In 1 as treated carefully and clearly 1 e fore the 
ztu lent wlo follows this advice there lies that highly fasetna 
ting, though necessirdy controversial literature which has 
grown up during the post War junod on the subtects of 
Currency, Banking and International Trade 


Bquuvt, 
Mouit, 1035 
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PREFACE 


Tirr object of tlus booh is to prescut the eleraentan 
principles of banking currency finance credit etc m as 
dear and simple a manner as possible Educated persons 
rvbo have not before made any systematic study of these 
subjects are expected to get a clear idea thereof with the 
help of thts booh Though designed in this sense for 
beginners it does not gloss over difficulties or a\oid severe 
reasomug 

A special feature of the booh lies in a treatment of 
the fundamental principles in relation to Indian problems 
Thus topics like international tra le imperial preference free 
trade add protection etc have receiv ed the attention of the 
author m respect of their bearing upon Indian problems also 

In the post W ar period great changes hav e taken place 
in the domain of trale money currency etc which have 
notably affected the views held regarding the gold standard 
central banking policv international trade imperial pre 
ference and trade depression Many of the principles 
connected with these topics have received new importance in 
theory and practice and the author has taken care to 
analy se them in a clear perspectiv e 

In a volume of this kind it is necessarily impossible to 
give that amount of attention to many of such matters as 
trade depre sions gold standard international trade which 
is commensurate with their great importance at the present 
time It is also clearly impossible to give an exhaustive 
discussion of such topics as the imperial preference issue 
which are highly controversial and which are indeed the 
cause of much my stification to the general reader and ev en 
to business men It is however hoped that the considera 
tion given to these problems will make the volume of service 
and of interest not only to the student but also to the 
layman and to the business man and the industrialist 

Though, the subject is m parts highly controversial the 
following chapters are not intended to adv ocate or to attack 
any particular cause The aim of the author has throughout 
been to discuss the controversial topics in impartial terras 
and to make the argument intelligible to the general reader 



The Irthan nationalistic v ien* lmc by no means beet) 
ignored but thev have received the amount of attention 
vvitLojt fear or favour which they desene m a volume of 
this kin 1 Thus con*roversiaJ questions have been a pi roach 
td with ab«oIute impartial^ and moderation an 1 the 
autl or has attcmptc 1 to maintain tj e necessary ol jcctuity 
of vi ion ard e\ enness of temj <* r while the aim has been 
to be accurate rather than e veiling 

The book is pnmanlt intended to be a tevt book for 
University and college «tudtJts f reparing for commerce as 
well a« { t arts exam nations o' v trious Universities on the 
subjert but it shot Id al-o prove useful for business men 
as well as for industrialists 

Many of the chapters vcrc read in draft form by Irof 
Kalka 1 ra=ad Bliatnagar i A. I rofessor of I«conormcs and 
\ice-I rincipal o f tl c local D \ \ College who offered most 
helpful suggcstioi s while Prof Xal shanker BLatnaga « \ 

\ ice Principal of the b P College Cav noorc once again 
gcncrou lv Itljcd in the Tevison of the proof* lor all 
this practical as'i«tancc tl e author tenders his deepest 
thanks to them 

The author is deeply indebted to Prof «ir J C Covajee 
Kt University Professor of 1-conoimcs \n I! ra Umvexsitv 
feu h s learned Toier oid which has indeed added immen- 
sely to the usefulness o t the book 


S D CoLLEGr 
Cavwtorf 
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Since the introduction of money, people of all age? anil clime* 
ha.e tried to understand it properly an! to wo*h it oat syate 
miiKillv into practice But they hate not alwajs succeeded 
m th ir lemtirnati aims ol <lomg away with the evils commonly 
a socutcd with the working o! the meiUnm ot exchange It 
his tv<n due in the past to a lack of clear knonle lge ol motie 
tarv ««enee that society hat hid to face diPicultirs 


It is no* pewabb* to overrate the importance of money 
It is re ally an cpi'ome of the lusto-v M civilization and is an 
mild of the economic progress of people \s civilization 
alvanccs wants of peojle grow m varietj and numbir and 
the mow tar} system adjusts it *elf germ automatically at it 
wire to ehaiw 1 circumstances In a coirmunitv with dm 
eion of labour little developed having himti d number of wants 
money u simple and inexpensive but nonetheh^s necessary 7 
In primitive economy when production it for local consump- 
tion trade is confined to neghlounng towns production Vs 
not Indirect and roundabout, monev is simple and credit is 
but UHte developed Tran*actunt are trosth earned on on 
a singly cash has.* t, trad develops „,du«trv 0 nl com- 
“™ and ba*m<-u b.yomc-5 ntativslr trnilex ord 

eipcnssve, the anatom ot medium or elehanje also mujermsss 
eorrespoudms; ehaascs It becomes very costly an ] noon 
Hive VI ben incomes ate small payments m, hr Vnrlmr 
amounts and a very cheap commol.ty servei a, money but 
Jhen incomes Increase and a countsy bctmmrs rm neb, 
diT.dcd into many ela.ses of people Irom the points",™ oi 
their carmines a lariety ol (ommoduio, some ol sch.cl " ay 

be costly and others cheap homo to some a ,, awSSf 
Indostral deyelopmont can he measured be the "l it 

iTcZzt ,,Km ' ,ic ae " ,a “ d '-domin’,, „rriS„™ 

Money dispenses mth the double coincidence of nanf. 

bj generalising consuming power It enable , 

their claims upon society in the most 8nit a hwV™° "i ake 
therefore productive or great eronoml! ,. fom \ and >*♦ 
avmds waste In the syK ?f barter ™‘! 

cxchause o* commodities for commodities tWr!« ‘ brC p fc 
owing to lack of *ome common measure 0 f valne***?*^ Wa ^ te 
ties which is avoided by the use of Z L ° f cornmodl 

modity m universal demand and it? omu-r >. ^ <mey l * a c ? rn 
that it will be accepted without demur nr!fl«.? IW T® C ? nfi lent 
exchange for their commodities l n ca,e i/h-fit ^ 1,1 

of a commodity not m universal ° f bart , t "> tt,e owner 

lact tba» h» ^ommoditv so arc “If ** «* ot «» 
deal owing to laet of generri u-i?;.ahlfnM» , \ ?offm a Kood 
People cannot therefore n^ke *# . commo < Ilt J r 

monnes in the absence of monev yrL”! natoral 

jioney, therefore, affects 
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a great mUnntage by generalising the spending power of people, 
]i\ ( milling thim to know whit they want and to what extent 
do tliej want a partictilnr roinniodity 

Manes wen iv i production by f militating exchange of 
commoddhs and b\ promoting specialization Division of 
labour inenases gre ltly with the nse of moncc for jcople 
cm specialize thninelui in the production of commodities 
for which thiv are b»<t fitted by tluir natural endow mints 
and technical training W 1M1 the help of mono, thev art 
assured of putting a correct valuation on their commodities 
and of being ubh to exchange thuu for tnomr w hi never the\ 
want to do so In the absence of a common medium of 
exchange, production i innot Im high because specialization 
< innot take plan to a large i xte nt I.ve n bod\ |i is to product 
tinny commodities for himself md tannot usili barter than 
awjv for thou he mat rtijuire Hut money mere an s prodne 
tiou by obviatmg such elisndvant tges <*reat»r gjacializa 
turn, improvement in trade eonmere. »ml imlustrv production 
in anticip it ion of demand ami good use of internal resources 
of a count n depend upon the Rustem of exclude in vogue 
The latter affects them mil is in turn nfhetul be them The 
capit ilistlc svAtein or production fostered bj competition and 
the system of private property invoicing mass production of 
niaelnnt made goods leading to all round progress, c innot be 
possible without a < orresponding efluit ncy of the system of 
exchange Hence division of libour. growth of factories, 
specialization of michtnery storing of goods ami a lirge 
sale of commodities are at once tlu eonsotiuonceS and tam.es 
of an expensive. medium of exchange 

Monel gives tlu netessirr mobility to capital and is 
responsible for the eonce nt ration of e ipital into the hands of 
those who are best able to utilize it m an effective manner 
1 'cal capital consists of tlu ectual instruments of production — 
buildings, docks railwavs gndowns stcmiships plant, maclu 
ncry raw materials etc It is these things ninth increase 
production of consumable goods anel it is these things which 
are required bv the entrepreneurs of industries for organizing 
production Monet cues a command oier such goods and is 
invested in such goods in a plaee where thiv are verv proeluc 
tive Through the instrumentality of monos capital flows 
from a place where it is les^ productive to a place where it is 
more productive This process seems automatic for when 
buildings are dilapidated through constant uso and machinery 
becomes worthy of being thrown on the heap of rubbish, 
capital may ho inrt steel elsewhere and not in the same place 
if the latter is not very remunerative Jlut at the back of all 
these processes is the judgment of the investors Thus money 
gives a proper degree, of mobility to capital in this sense 
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Ct ncentratiou o f cim el u aLo possible through monev 
Tbf e w 1 annot organize production an 3 are nnable to start 
b i r « i { tt c ir own can 1< n I it to other? who are able to 
d i f Tins capital u attracted br joint doe*. corapamts 
* i barken frrn ail po-oble «onrce*> and utilize tl for jnc-reas 
m p' luct n It is therefore through roonev that loan» 
can re contract d to be repai i in future faring? which result 
n tic creation of capit 1 arc made possib’e through money 
onh for c< n mocuties eannot be «aved directly a-> thev 
d t n irate i re *oon and he who put« be commodities directly 
fer future u t nc r sure of retaining their value Therefore 
rm i nl elpful fr* m this i>oint of view in encouraging savings 
tfaroudi tl e stimulus of the rate of interest 

Men % in tt e pan has also been re pon ible for the growth 
ol social and political freedom l>y substituting freedom of con 
trie* ard co~ *-titirm for custom and statu3 When rent, 
wa"«-s and prices are p*id in hml, they are generally dcterimn 
«1 be «*atus and custom as m the ilid 11" \ges m Furope and 
in In ha an 1 mane other countries even to the present 
dav Ini r such circumstances labourers and cultivators 
tuFrr a good deal The latter are liable to arbitrary exactions 
on the part of the landlords and do not feel interest in wort 
Bu a* monec is snb titntc-d for payments in land, thev are 
en'e of retaining the fruits of their labour for themselves and 
feci an air of freedom The influence of the introduction of 
monev economy was beneficial for the serfs in Furope for as 
thev jiai 1 rent* in mone\ they were aetua'od to work more 
Payment of taxes al-o in monev brought about political freedom 
Peojle felt the pacmeni of taxes when monev went out of their 
jHXrhets and they 1 "d a tendency anrl a wall to ree that the 
proceeds o' taxation were utilized fo* their benefit They 
wanted to have a voice in the control of civic affairs and began 
to realize their rights and responsibilities and mad the Execu 
tier wbo spent the proceeds of taxation to realize the force 
of their deman Is gradually but steadily 

In I ngland and other countries the influence of money 
economy proved very beneficial In the absence of monev 
economy in the ^IiJdle \ges, wages were paid according to the 
Truck < -T?tcm ie in ro nmo< titles Thu led to great social 
abuse* Mien labour was paid in kind rotten stuff at verv 
high prices was given to the labourers The Truck \cts making 
It eopipuborj fo- employers to par wages in money resulted 
in th«* social improvement of the labourers In India also in 
the vflla"es tb«* influence of the introduction of money pav 
dents Ur payment* in km 1 u being M and is improving the 
condition t { \\ « viLagt: attisans and agntraiVtiTtil iaitourcra 
Money also creates national an'’ pobt cal sohlantv The 
Isolation o' the village in I ussia and In iia is being broken, np 
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br many enn«e*x among which the inflin nee of money is In no 
mean* nf small import ince Improved romimmtraf ions con 
nee tins viH ups with towns an* enabling \i]hg« ptople to import 
com n otl it n > from imt«tde for which pavnunts are ma<lc m 
monos an«l ‘lies can also sell their poultice In citi«s for mon« j 
\ illace rs therefori elejnn 1 upon out «i h plac rs for their trade 
Tin j are inllncnrmg thewc plao s and are in turn hun? 
in II m need hi tin in Tins fin 1 tin lr interests hound up with 
an nil round progress Tins has 1 k m nsponsihh for the tn i 
tion of nation d solid intv in tin Wist ns will ns in India 
\ illage r* enme into contact with oufstd people md nppr< hfe 
their ideas The bn »k up of tin i«n!atmn of the vdlige in 
India and a realization of tin mtenh 1 1 mb nee of towns and 
villages resulting in nmtinl j.oo Iwill mid io operation Is not an 
unworths flihuTi.rmnt for wlmh nmiur i-eonoim is to i certain 
extent n sponsihh 

Monty is thus imporl i it from mint points n f view and 
the economn and matt ml progn ss of |*opl< is clo’olv n«*o 
elated with it It is conscepn n*lv Mrs <hsirabh sad tuoi«- 
Mrv that monetarv siuncs should In jrop<rlv understood 
and appreciates! m Us irojxr perspeetni \ wrong monctirv 
policy mis piling nooutv into unf ithumabh difliculties 
which bring universal ehios nml disorder m t’lor tram III 
till past, socicts Ins had to fare tin const <|iicm< s of posi- 
tive b wrong ninnetarv policus of imam u rs and st itesnien 
"Mam laws relating to immetarv prohhms existing on the 
statute boohs of varions ummnn onlv go to show that the 
elifllciiltie s have* 1 km n due to the adoption of i wrong policy 
As nlr»nd\ mentioned during the last (in at Mar disturbances 
m monetarv and »umne\ matte rs < msed havoc and subjected 
various countries to elt* ulv untune s and dancers from which 
manv of them have not ait most reel 

In the interest of business stahihtv it is necessary that the 
value of monev should remain furls stible \n absolute 
stahihtv m the value of moms is not possible but chances 
should b« reduced to the minimum \ lolent and lone continued 
changes m the aalui of memiv disturb businesses, upset 
trade and comimm and turn cxpeelid profits into losses 
The relations between debtors and creditors are disturbed 
and speculation of the wor«t tvpc is fostered which demoralises 
businessmen 

It is true that the morn tan system is always attended 
by certain evils winch cannot be entirely doue away with 
but ean be riduceel considerably The inonetarv system of 
exchange promotes inequabtv jn the distribution of income and 
is responsible for the concentration of property into the hands 
of the capitalist cl uses It is also rosj onsible for the Competi 
tive Wage System which is disadvantageous In many ways. 
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from the workers point of new As it has promoted capital- 
ism it is al-o responsible for the evils and disadvantages asso- 
ciated therewith Changes in its value are bound to take 
plait which are conducive to many social and economic evils 
But nonethele'3 its advantages far ont weigh its disadvantages 
It is trnt that some of its evils cannot be done sway with . 
but the> are the puce which society has to pay for the mam 
fold advantages of money Other enls can be removed and 
to the extent that tbev can be removed the general interests 
of mankind reejnurc that tht) should be tackled in the right 
spirit The monetary svstem oils the wheels of progre«3 and 
makes the utmost ?ati* f action of hmnan wants po-Mble to a 
greater extent rhan could be done without money Monetary 
science therefore, should be* correctly understood and n oney 
and monctarv policy should be properly controlled in the 
general interests of mankind There is no noble- work for the 
enlightened humanity to day than that of controlling money 
and monetary policy in the general interests of society 
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Evolution ard Functions of Money 

TnE process of evolution bj which men hive gradually 
ennit to u e c pruious metals as money or the common medium 
of exchange is very inti resting because it exj lams the hist cut 
of the development of civilization anil show 3 how what are 
commonh known as j rcc ions metals have coim. to be. regarded 
as monej It is gmerallr accepted that in primitive times 
thcr was little use of money and tint generally commodities 
were direeth exchanged for commodities W ith the develop 
meat of trule conimom mid indu try money largely and 
widilj came into use It is also accepted that as the di id\an 
tages of a eommoditv commonh sorting as the medium of 
exchange at a particular tune wen realized another and n- 
better commodity begau to be used as monov This generally 
accepted explanation of tin origin ind development of the 
■system of exchange is J irgi )y a nntter of guess Those 
have giun an explanation of the carlv history of money have 
not m their possession sufficient and nimble literature about 
Ufo in primitive times lint at the same time there is a gnat 
plausibility in what they sa\ 

The first use of niouev did not arise from onj agreement 
among men Our system of exchange al«o Ins not been cvolv 
cd through successive displneementa or one me ins of exchange 
by another VII havi grown slowh and unconsciously from 
conditions which existed m genn at hast in verv early times 
AH the thru, modes of trading known to us namely, birter, 
money and cmlit wen. n ed in primitive civilization also 
The ancient Mi xieans used birter and money and the Slulloohs, 
a primitive trilic in Vfrua used to bill goods on credit 
Hut if barter, monev and credit were u«ed in primitive turns, 
tilt word evolution a pi hid to the system of exchange seems 
to be a misnomer Tins is not so for tho»c thru systems have 
been used in different combinations and one or the other, not 
to the entire exclusion of the rest Ins been predominant in 
» particular stage of the evolution of trade and commerce 
The conditions of their industrial life have determined whether, 
among a given people, birter or money or credit shou! I be tht 
most important feature of their system of exchange Even* 
in i nr own tunes when industrial organization is bighh complex, 
wants an unlimited and diverge, an 1 tin meihanlsro of 
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exchange 13 hishlv complex, we find that barter 13 also prevail- 
ing In <v«rv cmlized country, farmers etc , in villages 
exchange manv commodities directlr for other commodities 
The same is true with regard to thi use of different com 
modifies as medium of exchange at different times The 
u«eof gold and silver as money is comparatively a late develop 
ment \t first the tlnng accepted in exchange was nece B «anly 
some commodity which caused le«s inconvenience than other 
things used for the same purpose Some commodity must 
bavi ltun m greater demand than others and the po^e-Mon 
of that me was sure to give it the quality of general accept- 
ability as compared with others It must hare served as a 
medium of exchange 

4 .t different tunes different commodifies have served as 
money or as medium of exchange A commodify which was 
in universal demand served as money , because the owner of 
that commodity was sure of realizing its value in terms of other 
goods which he required at any time Therefore general 
acceptability determined the use of a commodity as money 
>aturallv in different stages of industry, different commodi 
ties were Used as money That one which was most con 
vemtnt at a particular time was u^ed as money \iuong early 
nomadic tnbe« cattle, sheep and other animals were naturally 
tt»ed as money because they were then generally desirable 
They were of great convenience to thur owners because they 
were self portable, so to say, and could also be used to 
carry other forms of moveable wealth of their owners Many 
other things have aim been recorded as the acceptable means 
of exchange 10 primitive times, their demand depending mainly 
on the stage of economic life of a community For this reason 
rice in certain parts of India, cacao among the aboriginal 
Mexicans, oil in the Ioxun Islands, rochsult in Abyssinia, 
tobacco in Virsima, wampnra beads in Aew England, 
dates in a date country, cowTy shells etc , where these were 
highly valued for peraonal adornment served as money 1 
In coarse of time these commodities were discarded m 
favour of precious metals, specially gold and silver It was 
because these articles became unamt able to serve a* moQey in 
times of growing trade, industry and commerce that their use 
as money was di-vcardcd These former commodities have 
T rry great disadvantages Fome arc inconvenient to handle 
and others perishable and unsuitable for storing value , some 
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-- s tlnng* which served as money from time to time have 
mainly depended upon a particular stage of economic. esetaMw. 
JSrvadlv *jwakln„ fu-s and skins in i outing eta?" , cattle , tt nomadic 
grain and other agricultural products in the agricultural stage 
&n t Metals , n the advanced economic stage have served mooev b 
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beaten or drawn into tin cl or thin she ets to suit certain pur 
po e% To put it m other worel?, it must bo malleable It 
mut nut In r bo so brittle is to break ea ily nor must it he «o 
t-fft a -5 not to retain the unpre non stamped upon jt Gold 
I* t« c.s this quality but platinum dots not, bccau*“ the latter 
ls i verv liard metal 

(f) Tie commodity concerned ron't be divisible earilv 
and most also be homo* onions It must be suit abb to mile 
payment s in ill sums and rnn«t be exchangeable in all ratios 
It must be easily dui iblc and atTgregatable ie, its nine 
din ion mar com «pond to its phv«ica! ilimiog] and it mn«t 
lie ijable of being pet together jn n mi e S without anr Jos» 
of lalue Two small diamond pir-ces are not as valuable as 
a lar" one equal in w< ight to the two pieces It u wliv diamond 
cannot srrre is money Gold and silver possess this quabtr 
in a 1 i*»li degree 

(•»} Tnc commodity mu*t possess valne Its valne mar 
Ik due to it« d maml for money onlv or it may be due to its 
demand for u»es other than the rooiev use But if it is demand 
ed for other u*es also, it toll Lave a steady value Gold and 
Silver give a certain social position to their pos e*sor owing to 
their lu*tre and relative scarcity Hence they are mmcr«aHy 
desirable and po«ae«3 value Thus an article which h3s high 
specific valne mast be preferred to serve as money to one who«e 
utility is merely instrumental 

(7) The commohtv must also po SB cS3 a «tablc valne 
In o*her words, its purchasing power must remain reasonably 
con«tant from place to place and from time to time Then only 
tt can store value and serve an a standard for deferred payments 
But there is no such article which does no* vary in value 
These variations shoul i be as little as pos«ib!e History has 
on record cases of dis*urbances caused in the value of silver 
ami gold both because o! increase m their supply through dis 
coverics of new mines anil also because of their eupp!' running 
short of demand for them \t pre'ent the supply of gold is 
not keeping pace with its demand \t different limes silver 
adS got 1 hive fluetua'cd in valne owing to this reason Here 
also gol I has an advantage Jts value is bkqlv to remain more 
steady because of its comparatively small annual supply, the 
existence of a large stock and a universal demand for it 
Fiicrrovs op Uovm 

It is necesoary to define dearly the meanmg of money 
S» i3nt has been referred to in broal, general terms as the 
medium of «-xd,ange Tins u not a happy term as it includes 
certain things which cannot be called as money As with most 
terms in Economic Science there is no very general agreement 
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"»Hi regard to the mo mm" of the term mimij also What 
o^er new wo take of the meaning of thf term mom r, wo mint 
protect from tht determination of its functions Wt must 
analyse anil discuss these functions ion carefuHv and m 
ditnt Tlie functions of money may be summarised as 
follove s — 

(J) Mono) is the means or tht me hum of exclnnge i t 
It is in terms of monej that the values of otlur commodities 
arc expressed The earliest sirue of montv was to emblo 
an mdivulii tl tobuj dircell) what he w inted Dmvt t xchange 
of eommo lities for conimodth s tr in otlur words the sjstem 
of barter nqmnd an imlivilual to find out a buver for Ins 
goods in the iiuantitn s that In ha ! to s II who h id at tin same 
tunc 1,00 Is in 83 mildi quantitj as tin former w tilted Mom y 
n mo\ e 1 this difficulty This service of mnn j as a meins of 
exchange is fundamental whatever tho stag of teonomn lift , 
but t ismort important in th eomjliv economic lift of to dav 
111 the civilized wort! Moms ficditil s tin division of labour 

bv f k dilating tin distribution of commolitns Thus 
montj is a general (initiating imdiiun It performs this 
si met because itisgin rail) atccptid It is at it pt id bwauso 
ptople know that others will tak( it m turn without anj hitch 
Its owner do s not think that the abihtj to part with it depends 
on tho promise of anv thirl jartv to ndeom it Its success 
dtpen Is snnplj upon thi fict tint it is in dcinan l for doing 
this work 

(.?) \s ever) thing is exe hanged for monev it becomes tho 
common mi isurc of value also Wine implies a ratio or a 
relation between two eommo titles It is not the same thine 
as utility l tilitj simply means the want satisfying power of 
» eommo hty This is subjective and therefore cannot be 
measund \alut is the ntio of exchangeability To put 
it more clearly the value of in article is what it will fetch in 
exchange for itself talue then fore ran be sucnrntely 
measure I lor instance om unit of tin may be worth ten 
units of iron 1 1 one unit of tin will buj ten units of iron 
Similarly tie value of mj article cm be expressed m terms 
of anv othi r article 1 tit it is clear that v erv early in the 
history of civilization mankind must have realized tho benefit 
of having some single article bj which to measure the vilue of 
other articles todies* confusion woull ensue if different 
people measured the value* of their commodities by different 
articles Tins common meusuro of values is money 

(3) Montj also serves as the standard of deferred pay 
merits \J1 contracts which art to be fulfilled at some future 
time are expressed in money values though they relate to goo is 
Jf a manufacturer purchases raw materials on a month 8 credit, 
he will not return an equal quantity of raw materials at the 
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appointed time t but lit* will pay a cerfam Ram o( monev Tim* 
all fat arc contracts arc to be discharged in momy on<l hence 
it i> ncic«iry that the value of moncr should remain stable, 
ot'ierwi e great disturbances "dl be canned in biisiiHR’cs 
VbwlutL stability in the -value of momv is an impoanlnhtv, 
but the changes slionW be confined to the minimum 

(4) Monty aho penes as a stori of valm Some people 
think that an article winch is storing talne cannot b< serving 
as a medium of exchange It is a wrong vk* because an article 
cannot act as a medinm of exchange unless it retains its value 
and retention of value is stonn,. value This oh) ction v' ould 
bmit rnonev to what is actnalh ui circulation Hut as a loco 
motive is a locomotive even if it *«• siindmg money is money 
even if it is Ivmg idle in the viults of banks 

(5) Monev apportions the product of an industry among 
the numerous irodneers and things would not go on smoothie 
m a stage of highly specialized labour if money were mm 
en9tent and services were to be j ml for m kind 

(0) Monev enabhs the total fatidaction derived from 
spending it on different commodities to be m iximum for indi 
viduals will spend monev in such a wav that utility of each 
unit on the margin ma\ alwnvs be the same In theabsenco 
of monev one cannot make the best use of his means 

(7) It gives the desirid mobihtv to real capital There 
13 always a certain amount of capital which u actually or poton 
tiaih free to move to some more remunerative employment 
It can be possible if capital is in the most liquid state t e , in the 
form of monev 

(S) It serves as a ba«is of the vast superstructure of 
modern credit On the strength of an adequate reserve of 
■capital in the form of monev, the structure of modern credit 
svgtem is raised Hanks always keep a certain amount of 
cash in their reserves to meet their demand liabilities They 
are not allowed to issue notes beyond a certain amount without 
keeping cash reserves 

The last four may be called the contingent functions of 
money which it has to perform only in an advanced stage of 
economic organization The first four may be called its 
essential services which money has to perform in ah stages of 
economic life 

These being its services, we can frame a suitable definition 
of money It is, of course, very difficult to frame a definition 
■which win conform to the different uses and at the same time 
may be logical Money is commonly defined in three ways 

(1) It is sometimes described as including all media of 
exchange— gold, silver, paper, cheques, bank drafts, bills of 
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exchange and other negotiable securities All of them affect 
exchanges aud ill more or Jess obviate the difficulties of barter 
But tins definition is too inclusive Jt includes even the media 
of exchange which are not general circulating media and which 
have even a verv narrow aria of circulation and are accepted 
because of the fret that recourse can be had to the issuer to 
recover payment if the v fail to pass eg, bills of exchange 
Those instruments w huh aro not generally acceptable should 
not bt called monev Monej is included in the term medium of 
exchange but all m< dia of exchange <lo not come under monev 
The scope of the term nu ilium of exchange is much wider than 
that of the term monej 

(2) Vt the oilier extreme is tin ditimtion winch restricts 
the meaning of mone\ to commoditv money only Those 
who nelvoe it< this new irgue tint an article serving as monej 
should hast value independent of its value for monev use 
It should be m object of direct utditv then only it can mam 
tain value and cau projH rl\ se rv « as a measure of value This is 
also a wrong a lew bti nisi an article to serve as monev must 
have a nine irrespective of the fait whether its value may bo 
due to it a use as mimes or to its demand for uses other than 
those as monev If the general nudia of exchange of a country 
consist of inconvertible paper can that country be said to be 
devoid of monev beaauM paper money has no demand except 
that it serves as monev* This definition nnv be clear cut, 
but it is not in accordance with common usage 

(3) Between these two definitions is the new that money 
.includes that medium of exchange winch the law requires to bo 
accepted unconditionally m discharge of debts This will 
■cover standard monev and inconvertible paper money, if the 
latter is legal tender and if it cau also measure value as it 
possesses value thougli it may be due to its demand for mone 
tarv purpo«es only Like, commoditv money, its acceptance 
•does not depend upon the credit of the issuer \ccordmg to 
this ilefimtion convertible paper money mil be excluded from 
the category of monev because if it is refused when offered 
m settlement of a debt, the holder has recourse against the 
issuer Tins definition seems to bo logical and in accordance 
with usage The term monej may be defined as including 
that p irt of the media of exchange which is generally accept 
able in full discharge of debts and other obligations and its 
passableness must not depend on the action of a third party 
who can be called upon to redeem it m case its acceptance is 
ax fused 
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Coinage 

Tirt word Kiini.’ rrf«n to t'i *13' j In. of a t»«n *»f 
imtaltoh* 0M«l -U n«»«rj tnl'ui it* tilu and «!< -Mmiinn'o n 
t!j»t l» kn i*« rtmvtlv ir t»> liltiUflj ns t s*«l I n ** 
n«M Tl e cov. raw* nl trinrant** * it* »• irlt a" 1 ( r> nr**&"*l 
i|i* *1 *i*n« twjn*‘*d upon it* »t.rfic* itu 1I<* [«•»>, Ir to l mow 
ii« tali 

ft 1* t nlr t* r\ no ntly tint th* art of 1 < fnaj l> »* attiin* 
id a pood d« il of jxrf/ttinn aid 1 i\»-* little rwna Iir r «rt 
rn muon of frju l* ht *!l«h< nr* I j-njle tbrot»h tf* <l«vix« if 
t’ippfti t|e*n In th** jut t’i* n hat*- Ix^-n taniut ftiC * 
m t! e tTolutin rf rolnop ai w< lind it now m th* utUumI 
eotintnn of th worlJ 

In tht l« 3»mms a pieo* of « >*n* pro 11 u* n *-t d «* rvmjf 
at iwnej wa« jrobabh shaped hit a w*d:r* ir sj ik< Tin* 
fir* mil in innrniti mil pivinent* m modern tiitm an it* 
rej r« t* tiiatir* * Tint hid to lx awol an 1 wnzlii 1 in orl r 
to a»*«rtain lint rain* Th* mm fan* and rrtuhr* 
win used j noatp lm.*t« »)*n at run d*vi!**p*d tie 
prwtK* of jljrfrij Ihiir own mirk* upon »f*m an J 
inul*- their in* It of a tlici Man taril of An n*-*t Tho*. t*lio 
ha*l eonlichne* in tho mi reliant 1 an*l Lnm thur mark ofllt 
wolshwl th** Introt md took its s'andartl fir granted 

In primitive tune* the mm* In «orn* nui Imn-iromlliim t 
tourtain artirb* which wore used as medium of osclmui, 
for in* time, in I’srjpt gild mint bore **niH mugis of ojen 
and in China of knives which recalled the j n flout u*e of own 
in hirjpt and knives In China is medium of inching** Hut 
we cinnot lav down snv I ani and fast nil with rijrard to that 
bceiiMi the modem coinapi tv«um it not a rituit of umnlion, 
hut of solution 

Coint lx pan to lx* stamped by tl e state gradually and the 
«naU bein fhajxxl coin* wen* m u*e in Cgypt and in China 
about 700 Jl C which borv* pnn*h marks in the side and thij 
an* probably the last st3ge before the innrgmee o' a nu rt or 
less real com Coins then be«jsn to be made round an I slit and 
bore some srmbolt on both sides ^uch wen the Ore* k coin* 
in th< eevmth century 15 C Jlat possibility « of abrasion and 
dishonesty win great The modern intention of nulling tho 
wipes has been to check this dishonesty The rrUfhiniciI 
tecliniftne of the modem eotn leaves little to be desired 
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■\earlv all metals lia\c been used as coins at one time or 
smother Iron copper lead t>o fold platinum and others, 
alone or in combination hare been u«cd for tins purpose Tho 
range of incomes and prices in a country determines the choico 
of the metal used as a com The metal of a great value will 
be used for this purpo c if incomes and prices are high and of 
a low value if thi\ ar< low In modem times to meet the 
needs of all classes of jto]le coins of different roetuh, are in 
■circulation 

We shall now consilir the requisites of a good system of 
coinage They an as follows — 

(1) MI coins of the same denomination and value must 
be very accurate in composition and «u lit Gold and silver 
coins can be durable onh if Ih \ contun a ccrtun proportion 
of the base metal That is whv th \ are mixed with alloy, 
but it l ven mce siry that th iropirtion of alloj and of 
money metal in a!) pieces *1 oul 11 > tl e same otherwise those 
containing a greater proportion of illoi thin others would be 
less valuable and won! I cau e great inconvenience Before the 
•development of tho art of modem coinage these difhcnltus 
ol difference m values ol difierent coins ot the same nominal 
value and of the sune metal wcie verv great because of 
different proportions of allov m different coins 

(2) Coins of tl c same denomination should be accurate 
in weight This do uot pass by tale everywhere, but only 
within the political boundaries o' the same country and tfiev 
pass bv weight in discharge of foreign obligations If being 
of the same denomination thej differ m weight, the heavier 
ones will be picked out for melting or will be exj orted and this 
will deplete the currencj of the country 

(3) Convenience of shape sizt and weight is another 
"requisite of good coinage The l est shape is that which re luces 
the possibihtj of loss from if>e and abrasion to the minimum 
Circular coins are generally the most convenient but octagonal 
and oblong coins also circulate Coins should be of such a 
size that tl ey shoull not produce inconvenience m handling 
They should bo o e a convenient size or weight The four anna 
pieces and two anna puces of silver in India were all circular 
and aery small and inconvenient to be handled by the masses 
in the villages who easily lost them Therefore their size and 
shape have been changed 

(I) It should be very difficult to imitate a coin in order 
to prevent eounterfeitmg but it is impossible to attain perfee 
turn in this line bven modern comage can be imitated 

(o) Coins should be very durable and should be hard 
enough to reduce lo«s by abrasion to the minimum Their 
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durability is promoted It ] uttmg -s run aronnl a coin bowc 
what aboie the face so that th coin imj ro*t on the nm when 
placed some where, for when the whole of the surface Will 
not re^t, it will Jo*< little in fine hm» and wei"V 

(f) Cogm»3b htv h anoth r charactcrn'ic of a good 
coinage Tlie (knot ujon s coin shoal 1 be such tint people 
shou’d be enabled to know at » me tl» nine and denomination 
of the com Tkw device *ho>itl not verv complix other 
wi»c it will <lr feat it* object 

To acquire nil t) • atwvr n<n*i»r«d e haractc nat it * rnann 
factor? of com* la* in all < untrfis 1 uomt the exclu*ivo 
monojolr of tin state Ji» ukintion b\ tht state as its oxvn 
bu utf«s is th< final sta„c ia tin hutorj of coinage The 
government makes coin* with its own mark anil fixes the weight 
anl the atardard of hn«ms* of th* com It al*o fires its 
value and denoirinati n and ordains that pcopk shall accept 
com< of a ci tan value in fnIJ disc h tree of tlieir claims 

Trolablv innam* did not onmnati with the state Hat 
verv early the sta e took it in its hao Is so that now it is overr 
whire done by g >vemments Tfire an. *=onnd reasons for 
Icttipc it nmain as a slat* monopoly Firstly toms circu 
late among pcojlt who cannot \enfv the accuracy if the 
device on them which is a sort of c-crtihcat* of their weight and 
fintm*« If it n tn jimate hands dirices ajmn it mas ditTcr 
and it mav Jead to <Ii«hom tv al o It u the state onlv which 
can obviate tbe«e difficult it s and it is the om single authority 
in which all inn ha\e confidence It mav be «ud tint the 
g»a*e can grant the exclusive right of ooroage to a private 
monopolist , but thin tl e State will ban to control the monopoly 
and this is bound to entail friction ‘'econdly if coinage wi re- 
left in private hands dishonesty and frauds would become com 
mon and more rampant The character of competition tends to 
sink to tfcc lei cl of the rno't or scrupulous competitor and tlus 
wiU p*-rhaj s hold good more in ca«e of coinage than of any 
other busine*3 The poor and the ignorant would suffer most 
In tl at case Finally, coinage resuJts in profits and w equity 
this belongs to the public and should not go to private 
individuals or firms It may t>e said in answer to this that 
a private monopolist issuing the com can be made to pav a. 
certain form of tax on the profits of coinage , but that will 
not be a good policy and besides, th<* government cannot get all 
that profit through a tax on it It is, therefore, nece**ary that 
coinage should be the monopoly of the state 

Bullion may be converted into coinage hv gaevramcoti 
for individuals A person may take a certain onantity of gold 
or s lrer bullion ana mav get it converted into corns In such a- 
case coinage is called Jrtt A free mint beeps the coinage 
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right It is clear that if the state is prepared to pnrchase- 
gold m nm quantity at the rate of £ 3 17# lOltf per ounce, 
nobodv would <el] gold for It «s than that pnec and no outsider 
would ofTir a higher price than this for if lie did so, people 
would sell gold to him at a profit and he would soon lower the 
price Moreover wltv should he offer more tlnn this amount 
when he can gt t one ounce by meltm„ down sovereigns f When 
the state corn (rts gold or siln r bullion into coins on its own 
account, coinage , m said t> he hniittd VII token coins ir, 
coins whoso red value i> le s thin tlieir face value are made 
on state account bee ius< the torimmi nt makes j rofit on them 


The state mat not ch irgo am thing from an individual who 
offers bullion to bo converted into toms The coinage then is 
said to be gratuitous Tht g ivetnrae nt sometimes makes a 
charge equal to tin txpeii i incurred in mannfactunug coins 
This charge is known ns h < sag* If the charge eyeecds the 
cost incurred in manufacturing toms it is known as seigniorage 
Hut this litter term it a general t<rn u«ed to denote the 
profits made by the state from com »gt The state in nearly 
all the advanced countrts of tin world exacts a charge for 
turning bullion into coin* but it tries to hee p the chargt equal 
to the cost imam el in manufacturing co ns 


Pome people argm tint the state should la all justice, 
recover the cost of rnanuf letunng coins from the public The 
reasons art fintlv a good comige svstem is a great con 
vcuience and therefore the cost of coinage shonld be recovered 
by the government from the users Secondly if a charge is 
made for coinage coins are 1< ss hk< Iv to he e sported in settle 
inent of foreign indebtedness bee iu*e the exporters will bo 
credited onh with the bullion vdue of the coins and not with 
their face value If coinage i» gratiutuu*! people will export 
coins in settlement cif furei 0 ™ obligations became thev will get 
credit to the full extent of the faee value of corns The export 
of coins depletes the curreucv an 1 is an evil Tinallv, the 
jewellers will not melt down coins to reconvert them into 
bullion because thev will not submit to the loss represented by 
the cost of coinage 


Others ar'iic that coinage of the standard metal should 
be gratuitous ° Charge* for coinage will vary at different 
mints but the same quautitv of metal wdl be embodied m 
all coins Therefore some will be more valuable than others 
and with a charge the principal measure of value will not be 
perfect Secondly, it is argued that if coinage is gratuitous, 
it will adjust itself more rapidly and easilv to changes in prices 
than if it i* not gratuitous It is oko argued that the use of 
coinage in a foreign conntn is beneficial for the trade and com 
nitrcc of the home countn It senes as a sort of advertising: 
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This implied some remuneration to the Bank for its trouble 
nml some compensation to the government for interest on 
capital infested m the mint This was also a further advan 
taire inasmuch as it prevented oaeri-sue of coinage because 
the gold lay in the faults of the Hank tineoined tilt coinage was 
jo.ffi»rcd 1 


1 Ml this was change! b\ the Roll Stmdnhl Vet of l!t!5 accord 
ing to winch banl. n< tes Ifcainc full legal tender an 1 tl e t older could 
n t get them concerted into koI 1 ct tr s tor domeM ic purpose* Eccry 
hoi ler of poun 1 note* could demand gold bullion In etcl an-e tor 

K unl notes lul only in tic fotm of bar? containing approximatelv 
lr liundro 1 ounces troa of fine gold The «oV sequent Sets ol 192S 
an! 1931 introduced further cl ange* cni li\ Jl p latter fit En„lan 1 
went off the gold standard 



cii vprrn n 


Currency and Principles of Its Circulation 

i The word turrcntr nfer* to tho e articles wjneh are tbe'N 
current media of exthanse in i tountrr anil are comn onlr 
ici > p*cd in ilmhirge of obli^itions *'ome article act as 
m« tmm of udiuu anil ja-s in from hand to hand without! 
n ft Hint to anr c*i»rxct«n»tu cxtept their px*Niblone«a 
JVotlr tcttpt them in paximnt not localise thiv Know that 
thi* tin hare mourn to their re«u*rin tin cuntnillit) of their 
non ac<i ptinte In othtr* t<» «h ni they are offered in jvtjn«n f , 
but b*taii < thi } t><ht it that otler* will accept them in par 
mint ju«t a* th<* them* Irej hut done Thin articles consti 
tote tht turn no J The* ml ml-- m< talhe moner both stan 
dard an l tohm torn* einurtih 1 * and inconrertible pajier 
money and d<{n*it urtruatis Hut tlire an otlitr artiile* 
I'to u«<J in « fficMne exebunjrr* ninth lo not hart a central 
ftni lit inn Th«r an atriptihh more or hs* on a narrow 
area and pa* i torrent pnmmly J**tan*t of the cndif of tin 
i*«utr ant in not current * *ncli artich* are hill* of 
ixtlanr* linn !i* cinque* j.ronin*o-* nott* an 1 other 
comirn rejal paper ant nt^ttikhlt rcciintu* "J 

Tim* tin rum net if a rountrr i% not mmph hut rcr> 1 
complicated and h< tern*< neon* W« iind m pearly alt 
civilized eountma tom* of difTi rent until* and of diffepnt. 
dt nomination* cirrulann? aloair with paper money and ernlit 
paf« r < f pnr »te an t pul he bodu * 

Thi (nndamtntnl ohjut of tin lurrener orjrmucation 
'of at omit rr i* to j ro* ide tjrnuix hind* «f circulating media 
to *int oil luidi of tran*aetio«* and pivnienta required for such 
transactions Tlie inmnn nrganuvion tnnrt ffexible 
*an t aittwnniealh adjmtalh to theranmi* nei*l* of tht people 
Sin* jx-opli ha* i to rraVe I inre foments and otlnrirmaJI 
On tie on 1 and pawmnt* run into thou»anl* and millions 
of mpii>* at <| « itheothir the poor havi small payments to 
male van in' from a ft w annas to a few ni|«**s Th< currency 
»y»tcm mn*t he so onrimxM as to meet all sneh nml* The 
currency requirements ilif r art online to the stajn of economic 
atil inhretnal d* relopment nath«l by a eonnirr an 1 at turd 
ln» to the quantity tf It* nations! dnl trful When pexqdv 
are nch ant prr capita wealth Is hish a* in (iitat HntJin 
tpantitie* fell lepd tiedtr morev will t* require t 
otft*rwi*» the fnldic will fetl preat incon* < nic-icf. tn I andhej 
<r»n* tf a dent tr mat ion \ country tike Indss wtth a 

•* waller ftiriJ-rjnte xroductk n and with a low prr copit-* 
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will require a 1 m»t r qu intita of token money In India where 
banking facilities an nit igrt and con equently b inking habit is 
litth developed lirgt quintitK« of metallic monev wall l>o 
needed, but in Pnglind or Vnimei when iicople are used to 
cndit instruments of alt km Is hss of metallic money will he 
required for internal < mill ill >n Thus the orgamzition of 
aim net will hast to Ih dtff«r»nt in dilti rent eountrns and its 
amount will be largth ditinmwd with partieulir inference 
to the needs aid hthit-> of tin ji oph Hit host medium ofl 
exchange is one whuh pros i Us m trimints of exchange oft 
different kinds and «h nomm 1(1 n> to suit diffirent scales of! 
p lament The cmulitm'* i odium of m >st rountnes included 
metallic money, pai**r u mu in 1 i mous endit mstru 
ments 

The metallic mom \ im hi h l in 1 ir I or principal money 
which is usually (.old or sils r Tli< *1111 I ml momi is that 
in reference to which tin \ ilti« ■» rf ill nth r cuminolitns are 
deli mimed It mu or m n in' I m 1 in illation In the 
United Matts of \11un11 tl -tmdirl is flu gold dollar 
which Is nine t< nth* tun but n hi It 1 a issmd Jhocharac 
tenons of stand ird moms ir nr tli its bullion or real 
raltie 11 equal to its fat or nomm it i tin but that mas not 
be «o in overs count n In Iniln f >r iintmce the rupee 
whoso nominal or f ue s ilui is ert »t< r thin its intrinsic value 
is tin stand ird mom 1 >t Hindis it is . si rs ssht re dti .1 ired to 
lie lepral tender tin offtr nf sshich is <.nflinent to discharge 
obligations A legal t«n»br Iiw prevent* uncertainty in con 
tracts and saves weak inditors from bung imposed upon with 
apimous mones It dots not howtstr compel people to dis 
charge their obligations bs other me ins of payment Tiny cm 
discharge their obligitmns through tluques, bank drafts, 
etc, prosnled creditor* art willing to accept them in settle 
ment of their claim- Onct siu,itid thev constitute a 
sufficient discharge of their obligations unless they arc linally 
dishonoured on tine pnsintnunt I inallv no central institu 
tion is bound to redtem or conscrt the standartl money into 
aonii other kind of mones Convertible pap< r is not standard 
money, because the issuer tin bank or the state is bound to 
Convert it in gold or silver com if the holder so likes 

Metallic monev al*o includes subsuliarv coins sshich are 
genenllv of a different metal from the standartl one They 
are sub multiples of the standard money and are usnallv made 
of silver and copper The smallest denominations are some 
tunes called minor coins The subsuliarv money is limited 
to payments of certain amounts In the USA, half and 
quarter dollars and dimes are legal tender only to the extent 
of ten dollars and the fisc cent piece and the copper cent serve 
its legal tender lor twenty live cents Jn England silvir is 
1 
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le.nl tinder for 10 chilling Similarly in India eight anna, 
four anna an I two anna Juts n»e legal tend* r only to a limited 
i xt» nf but flit rupee is tlie legal t< ndcr for all amounts 

V nbM Iiarv inn H u-nally though not alwajs a token 
c »m win e nominal value i* greater than *t*» red or intrinsic 
value Token coins mir be dilinul in a preliminary manner 
as tons tin n< mmil nlif of whnh as money h acowtdlv 
greater than thur valtn as metal nc if the lost ol coinage 
!» taki i into it fount JThe object of tokm money tp 

affo'tl <onveni«ur' to people m making Small payments an l i* 
frovid < i in mi* > in the u*e of pricious mota’s Tl < re is no 
fret mint fir token coins Toe O ov eminent rr tains the com 
a„< of ti kt n money in its own hands ami nobodi can get silver 
or anj o her m tal minted into tol en coins hr the goummint 
111 kn„Ian l in the rei'm o' James I thi soli right o' token corns 
was grant* 1 to a private mdivi lual with di^strons eons< iiupnees 
i-o that later on tin government had to tahi upon it«elf the 
duty of preparing such coma The government also make*^ 
a conoderabh revenue bv manufacturing the e coins The" 
government in thi« respect incur3 a serious responsibly be 
can i hcv will depreciate in value if , smal i" excess of tile 
r« iputi ments of the yeoyte ard ao Inst cunt «applv of them 
will ean»e a gnat meonn iuence and lo s to every one who 
wants change for tt e •tandard com or cam nev nr tea Token 
corns circulate at their face value because o! the limitation of 
tbeir «J{i>lr to the moner work tin's are exposed to perform 
borne people argue that token coins circulate at their face 
value because tbej are legal tender onU to a limited extent , 
but tl» argument is altogether urelevan* Tie rnpee m our 
country circulates at its nominal value even though it is on 
limited legal tender The chief reason then for thp circulation 
of the token c oin-, a t tliYir Ta<x vaToe is theHhutatmn of their 

<5Hte “ 

The fundamental cau'e for the circulation of monfvl 
whether it mas bo standard monev or subsidiary money is 
the belief o' the receiver that others in Turn will accept it front 
hun in se Dement of their claim* Tie ar*a of eireujaf.iom 
depends upon the nature of the confidence which induce s\ 
acw-ptabihtj and it may yarv from a verv »mall group to a verv \ 
large one It 13 this confidence which is the underlying taiise> ! 
of tie acci ptabilttv of the various media of exchange 

Ih£_rtaaoiis.Jxjr_j!Hs confidence^ are Jour in number One 
is t*-e -persistent c of social _ ha5I r which is the primary cause 
responsible J3r*'thB' eirculaiion of commodity monej Com 
modi tv money like gold or =ilrer is more widely circulated 
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tlan ani other kind !>pmuv its value arises from its u«e for 
jiurposis of art in ndditun to its mo as mono Tins ratal 
eontwues so loti" ns tie demand for the eommodih in qucs 
tion continues I e-oj 1< inept it inpayment hecarisp thev 
know tint tic desire for it is term mint ind tint in future? 
nl«o tlu public mil ice jt it owin’ to force of sou it habit 
Blit if n lurgt im 1 sue! bn uj j h if ^o! 1 wen to conn. through 
some now diseoxm or intention in its j rnductim or nnnufic 
t ure, its d(‘irt will smld nl\ fall ml po«*ibl) it unj not 
remain is nimble i*. it »■* n » It has value because it is in 
general dennnd ind it i* in I m ui 1 heciusp its supply is sc 13 
small People, tli n fort Uml lief t!i it its \ line will continue 
because they htn bun » e istnued to it for lent" 

T he secon d crime <f this ontid 11 « is the authority of 
the government "e know t! n n 1 enli gold inel wiser 
wlminiatnnrTnde 1 * nelt III 1 ill! f r ( urj os S of art but pipe r 
tnopex also which Ills \ dill < nl\ he r i in of its n e is inouev, 
IS m clrtiiliticm Its in 1 of ureuhlie 11 is of course confined 
onlv to the 1 oliticnl bound mis .f i e .untry tt circulites 
because panic hut futli in their „ n rnmtut Thej know 
that the gem mine nt itself will resene 11 in taxes and will 
al*e» redeem it in atanlird kiii on pr inline it »lu t lu..jicxt 
place , we find tli it j n mi« on notes e f private individuals and 
corporations aNn eireulite though in 1 mrrowtr irei It is 
because of the fact that the reeenerlnli us tint the issuer 
will redeem the a'tielo or pn Ie"»l ten hr money for it on 
presentment for jjjuunt on the due elate of mituntx The, 
camp of circulation hen is eoimne.’si d ereelit 


\ fourth rn«on fe*r this eentilenec mn be the existence 
of an agreement among » eert 1111 ..wup of individu ds te> accept 
the article in question m settlement e f obligations Ihtrcjs. 
prohibit no historic d dlustrition on tie punt though some 
writers hnsc tnreel tlu origin of mom j to tlu existence of such 
an agreement If intimation d bimetuum is ever brought 
into pr’Ctie.C, we shill Inu 1 remote sort of analogy 

Inch of these ew' promotes the circulation ef a 
different kind of tnoncx N, long is inv one of the m is ) recent, 
the article for winch a demand u c-iused will act as a medium 
of exchange But as noted atov. the pninny oai.se - of the 
circulation of am kind of money is the fact 
the receiver believes tint others in turn 14 111 *»«* P* / l * 
him Although an article nnj gene^v circulate as n onev 
owing to some rt von or other, different portions of it mav have 
different degrees of acceptability This brings us -tot u 
consideration of whit is commonlv k “°?“ * 

I aw The I aw u incom'ctlv associated to the mmmofjNr 
Xhoma^GSSha^Itlie 'fonndcr of the Thud lahnUTvir 
hmancial Adusor to Queen tlizabeth_lt was knov.ii ion* 
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Were fircbsm* time alt’ouji perhaps lie was Hie first to 
formulate it scientifically 

Jlneflj stated the Law » that had tnonev drift** pood money 
one of tireulafion , whfl«t good money cannot drive out bad 
money) It |m t!im form* I ir«tl\ when in a country coma 
of the rami n ttal but of difTenn * we ight and fineness circulate 
together at the same namin''! » due the inferior coins have a 
tendenct to drift the stipe nr r or the strong coin 1 ! on* of 
pimit'iti nj — ( runs an u «d for bib rent purposes They pass 
from hand to lianl as inmm me du of « xrhange They 
on \ doable i ff bullion aI*o and if payment* are to h made to 
foreign ireditors tlm mil a< ej t go! ! or silver bullion or coins 
a! so It l* i !< ir tiiat for stub purposes full wei,,lit coins will 
l< more t ilnabli than li„ht wei’ht ones from the jeomt of \nw 
of the debtor* wlio will (.t t ereelit onls to the rxten f of the 
bullion s dm of tb» ieim< NaturalU goevl coins will be 
exported in di«< barge ol foreign obligatiors Fven if coins are 
to he rrelted f »r ornaments the full weight coins will bemon 
valuable a* bullion than light w«i_ht coins People n!«o boird 
coins to * greater or les«er evtm* in even conntrv and new 
coins an irtfem 1 to oil an 1 clipped ones for this purpose 
il< > I cr erdin iry pas mints th< inferior ones will be as good 
as tin superior coins Hence light weight or interior remw 
will rimiin m circulation and full weight coins will either 
be exported or incite I for arts or hoarded 

\ \ »ecend form of the law is when coins of two different 
metals «ay gold and silver circulate aide 1»> aide as fall legal 
tend* r at a e > rt iin rate of exchange fixe d by law The market 
salne of one metal in terms of the other may lx? different from 
tie legallr fixed value In *uch a ca»e the tendency wall bo 
for the toms with a smaller market valne as bnlhon to drive 
out of circulation the coins with a higher value as tmllioift 
\n illustration from Fnghsh history wall make the point clear 
In Fn gland in I Iward Is reign gold coins constantly dis 
appeared from circulation as «oon as they were issued through 
being underrated Tne 1 gal ratio a‘ winch gold forms and 
silver shillirg* cire alated was I 6, t f., florins were proclaimed! 
current at six silver shillings , bnt m the market one flonn 
wa3 worth seven shillings Bv melting » gold Ilona into bul 
bon Seven shillings could be realized while as florin, it could 
Ratisfy a debt of only sue shilbngs People therefore, paid 
their debts in silver and hoarded, melted or exported gold 
/ k third form of the same principle it when inconvertible 
paper monev circulates side by side with standard metallic 
money and both are declared as unlimited legal tender , the 
/ccU value corns for the same reason wiff be driven out of circa 
lation bv paper monej t 
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At first sight the statement tint bad money drives good 
money out of circulation sounds paradoxical Ordinarily 
people acting in self interest prefer to beep what is good and 
reject si hat is bad In case of money they seem to keep the 
bad and reject the good This paradox is solved when we 
remember that the owner of money is a seller who sells the 
better goods because they can fitch him more in tint way 
while he keeps the inferior money f >r purposes of payment 
The object for which the bad mon<\ 1 u»cd is to make pay 
ments and to effect exchanges an 1 so long as this money is 
accepted by the creditor or the pun the payer does not 
care more It is in the be t intere ts of the debtor to pay in 
the worst coins that bo cm obtain an 1 pass them on in dis 
■charge of obligations 

This principle has two limitations («) U a certain time 
every country requires a cirtiin quantity of mono} to meet 
the needs of her trade commerce »nd industry It the good 
■and the bad coins together art only in sue h a quantity that the} 
can barely meet such nculs they will circulate together If 
the demand is not large enough to u«c all of them the better 
coins will be withheld from circulation to the extent that the 
two together exceed the needs e> f the country In other words, 
if the demand for them is so great that all of both kinds 
of coins will be required the \alui of the inferior coins 
will rise to equality with the bullion taluc of the better or 
full weight com® It can never nsi more than this because 
the heavier coins will not be talon anv"her< for more than 
their bullion value But if the purchasing power of money 
wall rise still further, foreign toms or bullion from out'ido 
will be imported and a rise in the \ulue of the inferior coins 
above the bullion value of the full » tight corns cannot be 
expec ted 


(6) V second qualification is that the for co of custom 
or habit may impede the operation of the Law Coins pass 
from hand to hand by tail and ordinarily people accustomed to 
the me of a particular kind of tom go on u«ing it t yin though 
it mav have deteriorated in weight and fioene's Tins dete 
ration i* not marked till it becomes appreciably great and ey ery 
civilized goyemment noyy makes arrangements for the wiui 
drawal of bad coins within a certain ptriod of turn inenp 
(ore till then penerallj the toil anil tin. gooil mm< circitoto 
together It the people ot n country ore bent 'Ton not ire' P< 
ms the inferior coins they Conner circulate njjainst pubjm 
opinion The history of Cohfornia dorm? the American Cull 
Mar provides an apt illustration of the influence of cur ° 
an obstacle ,n the epilation of the ton The hojemment «( 
the ITS V issued inconvertible paper money a Inch circulated 
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m tint conntrj tumthen , but tin* inhabitants of California 
did not me tin Greenbacks issued bv tlie government 

Ortshani8 Law is state 1 In a general form like this 
W] n a community in winch rompttiUon u free ant 
intelligent Ins a choice of means of pajinent, if will n i tbt 
lout expensive winch will serve its purpose under existing 
circiumt mces Or in a commnnit> in which competition is 
ftce anil intelligent there is o constant effort to perform ever} 
economic servue by the a^enev which vields the largest net 
results 



m \.FTrn ^ 


Systems of Currency The Gold Standard 


Cuurpnct systems may lx broadly divided into two cate 
gones — metallic ctmencv and piper currency The circuit 
tion of metallic currency in i countn depends upon the range 
of incomes and prices and the dev« lopment of the art of com 
age In comparative! j undeveloped societns corns arc crudely 
faslnoncd and pa«s bj weight and not bv tile The latter form 
could be possible onlj when the art of coinage was perfect 
ed A single metal wonld serve is cumncv only in a com 
mumty where people have got mor« or ie»s uniform incomes 
and their tastes and fashions an al-o similar so that the 
amounts that they spend on different commodities are, fairly 
pmform In a raoelom civilize 1 eonimumtv based as it is 
on glaring mequabtns of me nines from work and property 
both, one mctil cannot serve is monev To suit different 
scales of incomes and prices different met ds will be u>e<l for 
purposes of coinage 

Jcvons mentions five possible systems of metallic currency 
One of them is currency by freight \ccordmg to tho sjstem 
the goyernment provides weights and miasnres and jieojde u«e 
them in weighing or mea«nnng the metal usul as monev This 
is the oldest method of making payments b> means of metillic 
money With tire development in the art of coinage, this 
system has eetsed to operate in modem civilized countries 

A second system i« unresit ictrd currency b'l tile 
According to this system the inetil is marie into puces leaving 
Unifonu weight and fimne'S ind t'iev art stamped to indicate 
the ir value On the strength of tins ccrtilieation, tho coins 
pass as the current media of exchange 


A third is the Singh legal tender system under which only 
one commodity is coined into monej and that is m e 
unlimited legal tender for all amounts The iron mont) oi 
Sparta is an illustration on the point But this fijstem is 
suitable onlj inaverv simple otononuc life' where incomes ana 
prices arc more, or less uniform 

A fourth one is the multiple legal Under system wording 
to which coins are made of two metals say, gold am 

»ad thej eirudite at legally hied ratio and both are eel area 

Unlimited legal tender for nil amounts Uunctalhmv >s an 
^sample of this system of currency 

I mally, there is the composite ***** f, cco ™ 

*ng to which coins of onh one metal are made legal tender lor 
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gold «m> the same T*u sreight and finem «s of the coins arc 
defined and inibodi can tik< any amount of {.old bullion and 
can get it coined gratmtonsh or at a ytrv small charge 

1 third nqnwito of gol! atindird m tint paper enmnej 
of tl e conntrv shotil 1 be rt liannblt in loI 1 coins without any 
restriction and without nm I mit as to amount 1 This is neces 
saiy to giro the de«m I clistieitx to tin currency If pccjlo 
know that tins ean gt t gold coins in exchange for piper monte 
on presentment tbi\ re not likele to promt large amounts 
of paper nionee for rtdemp ion and thus gold can 1 e aeailable 
for building ro> rv s on tin strength of which credit structure 
ean be limit 

It is clear that unlcr the „<! I stand ird there is an a ito 
matte dewee for the e\| ansum and contraction of currency 
If there is an) superfluity of loin* it can l»e remove el by melt 
mg them Owing te* the fact Mat then is a fre« ami open 
market for poll its outward and inward How is unchecked 
Foreign exchanges an l tl e fluctuations in the rates of exchange 
between golel standard rouutrus nn confined onl) to the specie 
points They cannot go lay one! them because then gold 
will begin to flow out or flow in as the case mar be 

Payments m foreign tra b art generally made through 
bills of exchange Tln>. mechanism of payment in foreign 
trade through lulls of exclnnge mar be called the foreign 
exchanges Let us suppose that an exporter m \menev 
has sold goods to nn importer in Tngland and that 
another person in Tngland has sold goods to a certain pei-»ou 
in Vmcnca In this case the \mcritan exporter has to receive 
mone> from tin Lnglish importer ane! tho fnghsh exporter 
from tht \mencan importer I et us al*o suppose that both 
transactions are for £ 1 000 I or simphcit) wc can suppose that 
the \menean exporter will sell his bill of exchange drown 
npon the Fnghsh lmjiortcr to the \mcncan importer who will 
send it to hit Lnglish creditor \\ hat amount will the American 
importer pa) to the ) men can exporter * One thousand 
British sovereigns contain ns much pure gold as -I SCf dollars 
'Mien a bill of exchange for 1 1 000 is soli for 1 ,%G 
dollars the exchange is at par or in other words, exchange is 
said to be at par when the com of one country exactly sells, 
for its specie equivalent of another country In the particular 
case exchange will be nt par and the 'mencan importer will 
I av I,sCG dollars to the \mencan exporter 


1 IJedecnnbdtty in gold corns did not remain the essential 
nttril i e of jjoi 1 standard m tie 0th century Paper notes wera 
generally made red fen a! J» in gold bull on 
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In ictuil j notice expo-t* in! Jiipnrf* of a toun'rr to 
irilfr<i inn*J«f «<« ntr> ilu not « xactltr I •D-tnc \tn*nr^n 
<*1 rf* fi f max «xrwl *> r fir port* from that tf tinlr? 

\ni ri ms will ln» I itUifmW on th Ir I nglnh dr hi or* 
f r i gn ir<r i muni linn the \rrrriem irrj*<irl< n will p jr 
T'u tijxritmin \m>n-a wi'l r Tin n Mil* fir mV 
th.n It inif>*rr*r* nquirr Then'ort exc’ mgi will rot 
mi nn «»* | jr ir 1 Di* tnifxrUr* till « 'Trr \r*t f< r tl‘ bi'l* o r 
♦ td i i thdi tl * tr fur ta!u» lut li»-n will V' i «*mt» 

1 « ( l l* I »w «ii Ii tb tnjttins <rjH>ri«r« wilt not *ejt D'l* 
i lit • * x I ii I* the mporters nFer tutor' that point 
ri >i< rt o m I mii) lir »ot«nI;nn <r g» 1 1 lidlion fn in 
ft 1 t 4 1 1 ^ i iitn ronsifiediito d>lbr» in \nn n i \II 
»' i II n -u .on. «(« ( «v inrf txpuiM* Hi * lot'll i o( 

r i ir_ upri from Instant to \niorna i» some* her* at-out 
<i I ill if on |*r ent U mn i t>> 21 dotlm fer «%rry 
l “i dollar* Tli \mrnian exporter will not itll I i* lull 
of < xi t n?« o' f i ooo for I. m th m l “n doll irs or I “I" dollar* 
fur poind If ||i> impel' r* o«T«r I m than thl< ii wi't t« 
r*rrun«nti\e for tin ixjiorlt-r In *m I for gold bullion "Inn 
f«m igli « xchangr i« it Dm point s|m-«.I< txgm* to tojie Ii an>l 
Du* I* tiibij tb. import ir.; point frnn Dn point of tl w 

of Vtmrim I n'lr I'nu con litmus export' r* 1 ilM u ill roll 
at a discount 

In tlit n]i]nuti>iinunihnM, when Die Uneruan txport* 
to FnglmJ mat lx- lm than h<r Imjorf* from tf*** liCItr 
count rt , fijo importer* trill bin to ptmha«« mon till* than 
tin t % port* r* t* ill oITir ( nth tlw v %* ill lx impanel 

to p iv ijollars forest rr bill of cxehango of the fJ<« x dui 
of £ i <»00 The ixrliWSf mil Ik I Ml dollars to tt» pound or 
It mil b<* fit xife i ir and tin* t* called tb' spec le-c xporting j mnt 
The importer* will not pay mon forlntti albrmlivf theftd 
Ins of rpre'e will txcone more jro'ltablr Thu* l* t * c n t y. oT 
gold tifingconntrio* tin ratrof exc.lnn„o will Ik* 1> twen th<*cl 
two Spear points If it falls hr low Dn sjktk imifortlor jn>lnt.| 
pold m f l flow In and it* valrn will fall in ^mcnca Tjm ttillj 
Imd to a no in friers an I Import* will be ntnnn’ it«4 ml 1 
tin exebansf r ‘*t D bate a tend' no t** n«e Ties fort ltd 
cxchaUeca undrr the c<Il standard ndjn«t tlnm«lvt* ante 
matifady and tin ilittrfrcnci t* loufim-d to Dio two snecu* 1 
points 

Thr sc wife tin fcatuns of the polil stand ird winch 
prerailins m all (oantm* tsctpi CJuna and Indu lx fore Iho 
war and which was restored in tin post war pi nod with slight 
Tnwlihcation* It *n* pn vailing in bnjland sin<». ITI7, 
thoash dcfinittlj adoptw! there in lM r Origin all v, the 

£>ngh*h currenci hie flat of other countries was on a silver 
basis and until the beginning of Die lfth century the bulk of 
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her comagi was of silver, lint gold also had been circulating 
at varying rites in illation to silver 

In It <3 tin guinea was coined to circulate nt 20 
shillings But tin silur camnci was in a depreciated state 
and the weight of the silur shilling w is much below that winch 
was fix* din law < on** qucntlv tluvilm of tin guinea in ti mis 
of shillings was mm„ verc nun h and piojde did not part with 
gtimeis for hss thin Hurts shillings j i r guinea In li t)f> silver 
was moimd at a cost or £ 2 700 000 and tin price of guineas 
went down to 22 shillings but as new coins of silver wire 
brought into emulation the\ rapnlh di appearu] (joJ 1 
bung ov* r rated w is dmmg silve r out <f circulation It was 
bicause tin pnc» of the guima w is five 1 at 22 shillings while 
the market uilm of guineas m terms of shillings w is Ins There 
fon sit v< r was mor< \ ilnable is bullion thin as com Gold 
at tins ratio was ovir ralul anil silver went out of circulation 
In 1717 Sr Isiat. Newton lx ing asked to give Ins a Ivico 
issued lus n port in wlneh he point d out that the ntio between 
gold ancl silver in other countries di 1 not ufud 1% l and 
according to tins ratio tin gmm i wool l command -0 stallings 
and it! penes in silver In I nghn 1 it wa> exchanged for 21 
shillings anil 0 pence It was profitable for the*« countries to 
smd 4 ,ohl to rnglnml and bus with it silver He therefore, 
reeotnmende 1 a r duettonof 1-d frotnth \ dm o' the guinea in 
shillings but this sain was to be n ductal gradinllv iccordmg 
to convi me not anil i xptrunn 1!« renmimi mb d an immediate 
reduction of f / so that the value e f the guinea would he 21* in 
silver and that would diminish tin incentive to melt down silver 
coins Rut this was to he the preliminary step onlv and further 
reduction was also to take j lace 

The government accepted the re commendation and fixed 
the leg il ratio of the guinea at 21* but tarried out no further 
reduction even though that was mcessarr Iroin J717 to 
181( golel and silver bj custom we re legal te nder to an} amount 
and there was free coinage of both at a fixed legal ratio Thus 
virtuilly flu charartcnstiis wen of a complete bimetallic 
B}8tcm But in actual practice no one brought silver to tin- 
mint to get it coined beratt-w its bullion worth iris more than 
its money worth It was more profitable for an Fn„hshmnn 
to lmj gild on the continent unel produce it to the mint in 
3 ngland In Furope the gold that w is to be contained m a gome a 
con! I be purchased for 20 shillings and 8 pence onlv whereas 
in England if ft man took, silver to the mint and receive l com, 
it wouhl take 21 silver shillings to purchase as much os a 
gold guinea at the ntio fixed at law 

Tlierefore the circulation of silver coins became less ns they 
were melted and tht difficult} increased to such an extent that 
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The Gold Standard — (Con Id ) 

Causes ot Its Anomo\ 

jl A MOivFTUtt system is to be judged by the stability of 

jilts purchasing power in terms of commodities It is very 

1 1 necessary for a good monetary system that its value as 
mtasurid m terms of commodities or, in other words its 
purchasing power should remain stable over long periods of 
time The history of the evolution of mone\ shows that 
throughout all ages in the seleetion or different commodities 
to scr\e as money at xanous timc-< society lias selected those 
articles to perform the functions of money whose value has 
remained more steady over long periods than the value of 
other articles As a better article was found from this joint 
of view, it served as money There art many articles which 
perform much Ictttr than goll an l silver one single function 
of money but they have all been graduallv discarded in 
f ivotir of gold because it is gold v hich 1 erforms all these 
functions together in a much better wav than is done by any 
other precious metal We livi in a society based upon 
money economy The progress of our society depends 
upon s-guotf-system of money and the vast superstructure 
of industrial system is closely interdependent upon money 
Money augments the quantitative production of wealth to. 
a great extent and mahis possible the most complete satisfac I 
tion of human wants that is compatd le with the present state/ 
of society Division of labour increases more and more and! 
consequently production is becoming more and more rouud 
aliout and indirect It is not simple and teU centred but 
highly complex and round about 

The entire commercial and industrial organization of our 
society rests on a contractual lnsis In primitive times men 
cared little for the morrow an 1 lived onlv in the present With 
increase in civilization anil with progress in science man has 
Tisen above his animal environments an 1 for the fulfilment 
of lus aspirations he has been able to link, the present with 
the past and a successful future in the light of the past 
experience The economic o rganization of our civilized society 
Tests on credit'” ieople enter info contracts m the“ present 
wIiKintrc to be fulfilled in the future Hundreds and thousands 
of contracts are entered into for future performance Some 
ot them to be iulCvWcd in short period* wad other* in long 
ones The latter involve the lapse of years between the day 
they are made and the day they are to be performed This 
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hnpp«ns wlen di livery of articles of iron anl steel pools like 
loeomotises machinery, plant, etc , is promised to be given 
at some future time 

It h serv natnral for the parties entering into contracts 
to perform them nt some future time to expert that the purclias 
ins power of the monclarj unit in which they Are to discharge 
their future obligations should remain stable in the meantime 
\ man of couni knows whin he enters into a futun contract 
that hi is t iking mh eif alteration in the value of money in 
term* of eemmolittes But all the same, violent and long' 
continued <!i turlances in the ptireha'ing power of inonev 
make tlinjr# verj uncertain crcati mala ljusiment and bring 
in tin ir train all the concomitant phenomena of trade depres 
Pion financial cn«is and unemployment It is for this n i«on 
that dimand for comparatise stability in the purchasing power 
of monej is an organic demand of the m lustrial life of to <lav 
and it is whj a commodity like gold has l«i n s< lected as inonev 
This is the undcrlving motive of nil financial proposals that 
have been brought forward and di*cu«sod in the prrss and* 
in the legislative chambers among statisn en, fin mcial expert*! 
and {olihcians after the war — " 

» redit expansion ha« taken place enormously under mnnevf 
economv It is on the strength of the reserves of metallifs 
monev that the vast siiperstruotun of ereilit can be built witlr 
gnat convenience and benefit to the public The raising 
of credit plavs a sen prominent part In the rconomle orgnni 
2ation of our society Confidence among the public is the niostf 
imiortant requisite for the proper maintenanct of a good.] 
credit system This confidence can only be created if peopM 
bebpvi that the credit instrurmnls will be redeemed when 
I resented for payment to their l«sner V propir evpan 
Sion of the currency system is possible onlj wath the help of 
metallic money It is only the metallic money which can 
inspire confidence in the relatire pun basing power 

The growth of capital conus from sayings and depends 
upon the power and the will to sav« The will to save is 
consi lerably affected by the expectations of tropic about 
the purchasing power of money at future time If people 
expect that the purchasing power of their savings in the future 
will not remain as much as at present, savings will considerably 
dimmish Saving is the result of waiting to enjoy a certaini 
amount of wealth in the future rather than at present Fren 4 
oodv can if he so likes spend all his income on presuit pleasures 
rather than on fntnre ones Right!} or wrongly an ordinary 
individual prefers present pleasures to future ones if he is 
given the choice to spend all Ins income now or at some future 
tune it 13 a psychological fact of great importance that 
present pleasures are given greater weight than future one? 
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oven though the latter may he a 9 sure as the former As such, 
people wall not save much if they think the value of money 
mil fall because then their ■savings mil be worth less in terms 
of commodities than they will be if the purchasing power of 
monej changes but little People savt because they are 
eonfidi nt that the value of money w ill remain relatively stable 
and betnnse tbev are sure that the Government will allow 
tlum to have the use of their savings in the way they like 
T hus t o en conrag e savin gs it is neeessirj that the purchasing 
power of money sTiouEDfcnraln fairly stable The uncertainty 
in the purebasing jower of money would sap the very founda 
tions of our economic soeietj it would_distuib_-tho-relati<>n3 
between debtors and creditors and br disturbing the ..existing-, 
distribution of wealth would make co operative production 
on a large scale impossible 

The desire for relative stability in the pure 
•of money reallv evpluns the history of the ev 
monetary systems That commodity whose value 
fairly stable has been selicted to serve tht functions of 
Lp to the middle of the 19th century goldwnd silver 
commodities whose value was fairly stabMBjgjChereforo 
them were selected to fulfil the functio nEM money 
.standard was prev oiling m marly all coiifi MBft im to tho 
of the loth century except in Fngland wtn prior to 
silver was more important from this poll®*, View and, 
fore, it served as standard monej m th&mulv "Middle 
Gradunllj gol 1 begon to gam popnlantj uSS^peopIc and 
to bo desired like silver Its value, thcrejWfegained 
and side by side with sitv er it served as inog^JBp to the 


of the H«t century Filative St ability lasmg 

of the monetary unit w as secured by v al 

use of gold, and siIvlj because both c were 

for this purpose owing to their lustre 
attractiveness fly the end of the all <• 

nations of tho world discarded ^ gold, 


beiug the onlj country whoso 
silver Let us recapitulate the 
became the system of raonetarj bb!$ 
■of the last ccnturv The causes 
ow ing to which formerly other cc 
in favour of silver One of the tu 
change was a very creitT in crease 
in f lu jntb ccntUTjr ThTTshooITIi 
w orhT in Ihe relative stability of its 
fluctuations took phev m the gold 
period owing to its enormous pre 
of silver liad been increasing since tl 
19th century. The annual supply of 
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lieen ?o 000 000 ounces antmallv The figures for the period 
after l^'O rose thus — 


\»> rosrf anrital 
m O » fi»<* i«r pencil 
i*;i-is75 
Id’i.-lMO 

14«_lw40 

I-'U-IeOz 

1901-1*0 j 


Million Ounce* 
03 
70 
oj 
109 

in* 

1C3 

1GS 


It mast beboTieinmind that by 16T1 the l AA and India 
the la * mo markets for silver were closed Sj great a supplv 
from tl f mine* ‘penally when most of the mint* were closed to 
tl e free coinage of siiv er caused a decline m its price Vfurl*K>oT 
tht rate at which tie annual *npplv of silver was produced? 
rose still further Owing to this contmued fall jn the value! 
of silver in terns of go! 1 all countries one bv one pase op the) 
donble standard in favour of the gold standard 

\no‘heT reason for the adoption of the pold standard was I 
that industrial and commercial expansion of the Western/ 
nations dnnnr the 19th cuilur) was serv great and rapid j 
With an increa«e in production, demand for labour, capital and 
UTl*3n si*<3 grew very much and this led to inert a»* in wag»s, 
rents and prices \ prosperous nation requires a currency 
that i ame* high value in small bulk Therefore, the pros{»eroas 
nations of the West sc Ycted gold a* their monetarv unit because, 
it enabled huge values to l** earned m small bulk ' 

In the last quarter of the 19th rentorj^there had been 
a gn-at improvement m the means of eomnmuications Tlie 
various parts of the world were connected with one another 
bv means of rail wavs and steamships Difficulties of distance 
which bad fonnerlv be*-n regard til as insuperable were over 
come to a great extent The various parts formed one single 
market for important commodities This interdependence of 
various countries of the world in commercial and mdastnal 
matters required a sort of common medium of exchange which 
at the same time coni 1 carry large values in small bulk Gold 
was the commodity which *atistied this condition and hence 
the gold standard was adopted ' 

A monetarv system that develops commerce, stimulates 
industrial expannon and fosters material welfare can achieve 
the»e advantages and benefit* only inasmuch as it secures 
relative stabQifv in i»» purcha»ing power k standard of valne 
whose purchasing power is relativclv ateadv al.-o secures 
impartial treatment between the different «evtion.a of society 
It has been realized that gold is the one commodity that fulfils 
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these /unctions better than others It is by no means true that; 
the value of gold in terms of commodities has remained or is 
likely to remain perfectly stable from time to time In fact there 
were violent fluctuations during the war Fven before the 
outbreak of the war its value had varied greatly from time to 
tune During the 20 rears before 1S09 gold prices had doubled 
and the situation was reversed in the latter decades Between 
1871 and 1896 its value in terms of commodities ro->e by abont 
one quarter and from 1896 to 101 i it fell by about one third 
In spite of these fluctuations gold was the one commodity whose 
value as compared with the values of other precious raet3ls 
remained fairly stable Tins was found bv a long process 
of trial and errors that among the available commodities gold 
was the best from the point of view of performing the functions 
of money 

The value of gold fluctuated to a less degree than the 
value of silver The purchasing power of gold in terms of 
other commodities remained relatnelv stable on account of 
two causes Firstly, the stock of gold ousting in the world is 
very large and secondly its annual pro tuition as compared with 
it& stock in existence is very small Therefore., fresh supplies! 
cause verv little variations m its value v 

The progress m the production of gold kept pace with the 
progress in other directions As has been pointed out industries 
and commerce expanded verv much in the last century Con 
sequent! v, vast amounts of capital were required to develop 
natural resources to maintain and accelerate the pace of 
production Capital came from savings and from progress 
in the methods and arts of production For all these reasons 
money was required in increasing quantities and fresh supplies 
of gold to a great extent served as ri serves on the strength 
of which credit could be developed and currency could bo 
expanded 

A steadving influence on the value of gold was exerted 
by its absorption into the arts and into the hoards of Asia 
The 1 astern countries have for long been consuming vast 
quantities of precious metals in the arts In the absence of 
proper banking facilities savngs in these countries mostly have 
been in the form of hoards It is the precious metals which 
can retain their value even whin they are hoarded Increasing 
supplies of gold found their wav into the hoards and into the 
arts of Asia Consequently, the total annual supply of gold, 
bung very small as compared with its total quantitv m 
exutmce and being consumed for the purposes of arts and 
into the hoards of Asiatu countries, caused Terv little change* 
in its purchasing power 

The wotW has not yet been able to find a commodity whose! 
value is absolutely unchangeable It is beyond human power! 
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to concern of a commodity that docs not undergo any change 
what«« vct in it* purchasing power In fact prices can never 
remain faxed owing to dynamic forcis Thin arc alaa\a 
changes in i\irv aspect of life Nothing in this changing 
world of ours is jermaneot and if anything is permanent it 
is change Change is ineevantly going on fl 'opulatio n 
lnorvasi s ctiMon * « 1 mge and hahits and fashions m * er ri main 
the lame Therefore there arc thanges in prices also and this 
mean* that there are change* going on in the values of all com 
mo lurns < if all sueli commodities gold has proved itself to 
be the littest commoelity to serve ns money in the economic 
orgamration of the roenty m which wi are linng y Gold 
standard has proved its noundm** mon than anj other 
standard It may not Ik* a perfect *t mdard , but the mere 
fact that it has been cho«m by the most advanced nations of 
the world is a a erj strong proof of its Ik ing the best commoditj 
to sene as the standard of value The gold stan lard has not 
been imposed arbitrarily bnt has conn automatical!) 

It is true that in nearly all countries except in \menca 
the gold standard broke down diinng the war There wire 
very violent fluctuations In its valni in terms of other com 
moditns After the war the flnanoers and statesmen in various 
countries wire busy in putting their currency sjstinis in order < 
The gold standard with slight modifications was restored inallj 
countries ’ 


the Klobe C0 \ ceawd to function over three-fomtl s of 

s£ <*5*4x1 W ™ Wd Te, 7 v,oIent Ranees in gold pr ees 
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Bimetallism 

IT lias been explained in the foregoing chapters that 
stability in the value of money is a necessary condition for 
the growth of business The attainment of stability jn the 
value of money liss been attempted in two wavs One of 
them is the gold standard or the monometallic system which 
was till recently prevailing m nearlr all the important countries 
of the world The advocates of the gold standard with England 
at their head do not deny the changes which havi taken place 
m the value of gold , but none the le>s tiny hold that mono 
metallism of the gold standard has best stood the test of 
experience 

V second means of gaming stability m the value of money 
has been the multiple legal tinder system or bimetallism 
The advocates of tin-* ssstim under thi leadership of Trance 
claim that under certain circumstances the doable standard or 
the union of gold and silver as a joint standard of value would 
prove more stable than the gold standard lias been but they 
hold that the svstem has not had a fair trial 

The question of the standard of \aliie was once a very 
controversial one This controversy with regard to the odop 
tion of bimetallism ceased w ith the advent of the present century 
and now it has only a historical or academic significance To 
understand monetarv problems more clearly wc shall discuss 
bimetallism 

Under the bimetallic svstem gold and silver are freely 
coined Vnv person can bring silver bullion to the mint and 
have it manufactured into coins to anv extent The co»t of 
manufacturing eoins mav be borne bv the Government or 
by the holder of the bullion The same right is given to the 
holder of gold bullion \11 coins — gold or silver — are made 
full legal tender for di charging obligations The debtors 
Lave the option to meet their obligations either m gold or m 
silver coins or both It is also necessary that coins of the 
two metals should circulate at a ratio fixed bv the State But 
it is conceivable that as regards coinage and legal tender the 
Government mav put gold and silver on precisely the same 
footing and yet at the 6ame time allow the ratio of one metal 
to the other to vary according to the market pneo of the two 
metals or according to proclamation from tune to time This 
would give n«c to great inconvenience if the relative values 
of gold and silver corns were changing constantly and would 
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mike the poor and the ignorant liable to frauds Therefore 
nations which adopted bimetallism practically always mned 
their cmn3 at i fixed ratio Thns these three elements— free 
coinage toll legal tender and a fixed ratio — are the essentials 
of the complete double standard 

The real difficulty under a complete double standard 
arises with resard to the fact whether the legal ratio fixed 
bv the State would conform to their 3 alues as bullion in the 
market If the ratio fixed at the mint is 1C 1, 1 e the law 
savs that J6 ounces of silver will be coined into as rnanv 
sovereigns as one onnee of gold and if as bullion 151 or 15 
ounces of «ilver arc sold in the market for one ounce of gold, 
no one will bnng silver to the mint Silver under such cir 
cumutancen is more valuable as bullion than as com There 
fore it will not circulate as moflf-v A bolder of silver bullion 
will get at the mint as many sovereigns for 16 ounces of silver 
as he can get for one ounce of gold , but in the market be can 
purchase more than one ounce of gold for 16 ounces of silver 
when the market price is 15} or 15 Gold can be presented to 
the mint and more sovereigns can be obtained than can bo 
obtained by presenting sflver to the mint directly Under 
such circumstances the coins will consist of gold alone This 
will cause inconvenience for silver coinage tray not be available 
for small purchases On the other hand, if the market ratio 
alters to such an extent that J7 ounces of silver in the market 
will letch one ounce of gold nobody will present gold to the 
mint, because in this case gold will be more valuable as bullion 
and hence will be exported or melted down to be used fn the 
arts 

The metal which is presented to the mint under such 
conditions is said to be overvalued and that which is ruelred 
down or exported because of its being mor« valuable as bullion 
u said to be undervalued When the mint ratio is 10 1 it 
means that as many sovereigns can be coined for 10 ounces 
of silver as for one ounce of gold In the market only 15 ounces 
of silver maj purchase as much as one ounce of gold In 
each tv case silver is more valuable as bullion and is under- 
valued at the mint Bnt if in the market 17 ounces of silver 
purchase only one onnee of gold the mint ratio remain 
ing the same, silver is overvalued at the mint , because accord 
ing to the mint ID ounces of silver are equal to one ounce 
of gold , whereas in the market 17 onnees are equal to one 
ounce of gold 

That metal winch is overvalued will have a tendency 
to drive ont the undervalued metal from circulation It alone 
will be presented at the mint for coinage Its withdrawal 
from the bullion market will tend to raise its value there On 
the other hand, the undervalued metal not being presented 
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at tlio mint for coinage mil increase in supplr in the market 
and this will tend to lower down its value In this way the 
market ratio will always revert to the legal ratio whenever 
any divergence between the two takes place This steady 
ing influence of the offer of free coinage under the double stin 
dan! upon the relative value of gold and silver ha-s been called 
the compensatory action of the double etand/ird If is mam 
tamed that as one metal was thrown upon and the other with- 
drawn from the bullion market the former would fall and the 
latter would rise m value and thus tin ntio would be restored 
Those who relv upon this lomponsatorv action of the double 
standard maintain that the ratio (ould nevir remain disturbed 
for lone It would be restored very soon after disturbance 

Tins compensatory action is however, possible only in 
certain circumstances and for some time If there be a 
permanent force bringing about this difference the ratio will 
not be restored Tin undervalued metal will graduall) go 
out of circulation and the metallic mom) will consist of the 
overvalued metal onlv If the variation between tho mint 
and the market values is considerable an 1 remains for long, 
the inetal which b cheaper in the market will displace the other 
in a verv short time 

These principles are support* d bv the history of bimetal- 
lism in France, the U S V and other countries Thcv led to tho 
adoption of the gold standard and to the degradation of silver 
to the position of a subsidiary com with mints closed to Its 
free coinage 

Front t reorganized her ciirrcncv sj stem in 1*0 1 an 1 
adopted the svstrni of binutallism nt the ratio of l r > l It 
beemie verv difficult to k*ip this mint ratio identical with 
the market ratio of the two nutaU ns bullion The market 
ratio differed from turn to time from the mint ratio and sorm 
tunes gold and at other times silv,r began to be overvalued 
Th» undi rvalues) m^tal was driven from circulation and the 
doubh standard bee mu in actual practice an alternating 
standard Vt one time tin bulk of comagi tonsistedof silver 
and at another, of gold and tin two togetlu r n mimed m circula- 
tion in larg*. qu intitics onlv for ver) short ptno Is 

Lp to 1 *’'>0 tho bulk of the coinage of the coontrj consisted 
of sdvir because the mark* t ratio was slight!) above 11| 1 
Silver b°ritnf the cheiptr of the two m«,ta!s and, therefore, 
tits pi iced the dearer rmtal, gold from circulation almost 
eotuxls In later v ears the situation was changed owing 
to the golt discounts In tho middle of the 19th century 
Tin Cuhfonihn and \ustralnn gol 1 Helds were opentd In ISIS 
and 1«57 nspotivelr Con lit ions of mining wen <asv and 
chtop and gull production men ase-d enormously The amroa! 
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■production of gold between 1831 and 1840 was £2 830,000 , tin? 
average ro*e to £7 C3S 000 for the next decade and to £2", 81 5 000 
between 18 d 1 and 1800 Gold became the cheaper metal 
and the market ratio between gold and silver fell below 15 j 1 
Gold and not silver was presented at the mint and the latter 
being more valuable as bullion was withdrawn from circulation 
rntes also rose during this period in France 

In l^Go the Latin Union was formed consisting of France, 
Belgium, Italy and Switzerland to prevent the disappearance 
of silver coins from circulation In 181>S Greece also joined 
the onion According to the agreement of 18fi5 gold coins 
an I the five FYanc silver coins were to be freely coined to be of 
the same weight and unlimited legal tender in these conntriea 
The smaller silver coins became Bubsidian coins and were 
made legal tender to the extent of fifty I rancs only in the country 
where they were corned Very goon after the signing of the 
agreement by tlie Latin Inion, the course of events took a 
different turn The production of gold by I860 bad reached 
ita maximum and then barely held its own The new 
supplies no doubt w ere as great as before ISf 0 , but as the 
nations were becoming richer and industries were expanding 
grrath, these supplies did not keep pace with the demand 
for gold On the other hand the production of silver increased 
very much Great discoveries of silver were made in the U ** A 
and the pnee of silver fell m the market lor 6omc \ears the 
market price was equal to the ratio of 151 l In 1873 it 
fell sery sharjlv and became IG 1 Gold began to flow out 
of France and silver began to flow in This proved unwelcome 
to people who nghtlv or wrongly had become prejudiced m 
favour of gold The main cause of this preference was the 
practice of Fngland the leading industrial country Oemianv 
after 1871 definitely and finally adopted the gold standard 
following the lead of Fngland After 1850 the coinage of the 
U S V al«o bad been practically on a gold basis Thin demand 
for sdvcT for coinage decreased while the supply increased 
much The problem was how to prevent the disappearance 
of gold coins 


In 1874 the Latin Union held a meeting at winch it was 
decided to close the mint® to the free coinage of five Franc 
silver pieces Henceforward they were to be coined on 
government account and their issue was limited to the needs 
The five Trane pieces, however, remained 
foil legal tender The features of the currency svsteni of 
France and of that of the Latin Union after 1874 were (I) gold 
and sdvtr coins continued to circulate side by side at the ratio 
«t 15* l and both were unlimited legal tender and siller 
pieces were not subsidiary coins , (>) the silver pieces were 
not freelv coined and their balboa value was different from 
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their vilao as coins Qol<l was the only freely coined metal 
This fur tom is called the limping standard because it is 
neither complete double standard nor full single standard It 
is something midway between the two 

In the Ij S 1 an exactly similar situation was brought about 
through half measuri s and compromises \menca had adopted 
the double standard in 1792 at the ratio of 15 1 Though 
this was verv carefullj chosen, yet it begin to differ from 
the market ratio winch was l r *l i U the latter ratio silver 
was overvalued and therefore it drew gold out of circulation 
This situation continued till 1834 when the mint ratio was 
changed to 10 1 Tins became above the market ratio of 
15| 1 and poll was oven allied then onl began to <lraw silver 
out of circulation Gold discoveries took place in California, 
in 18)0 and tin change became aery pronounced In 1873 
free coinage of silver dollars was stopped though they remained 
full legal tender In this yiar bimttallism winch w ls long 
obsolete in practice was formally endel l>v law Tins was 
another cause of the decline in the pore of silver Tins alarmed 
the silver producers in Vmenta who suecieded in passing m 
JS7H the Mind Sthson Set according to »)uch the govimnieat 
was to purchase every month from 2 000 000 to 4 000,000 
ounces of silrer and to com it in silver dollars wluch wero 
legal tender This ineasim was cnactel to prevent a fall 
in the value of silver Nobody demanded these dollars for 
people Were used to paper money These dollars remained 
in the Treasury and their place was taken bv the paper money 
which was convertible into silver currencj if anybody wanted 
it Tin* measure failed to achieve the object for which 
it was enacted and then fore in 1890 it was replaced by the 
Shcmion Vet according to which the monthly purchases wero 
raised to 4J million ounces The irite however went on 
falling and in 1893 the Vet was repealed Under these two 
Acts the total number of dollars coined was 570 000 000 These 
dollars were like the I'renth five I rane pieces, overvalued, 
limited in quantity and full legal tender 

In the meantime the problem was becoming specially 
pressing m India as our comage consisted entire lj of silver 
currency Inside India the existence of free mints for silver 
coinage and a vast population demanding silv er both for coinago 
and industrial purposes were the causes which maintained 
silver artificially at a high price The value of the rupee at 
the original price of silver which was 62d per ounce was 2 
shillings Its exchange value outside India was falling fast 
till in 1893 at the price of 3j<I per ounce of silver, the rupeo 
became worth onfy Is 2if 

This had a great effect upon the financial position of the 
Gov ernment of India The rev tnne w as raised in India in rupees. 



4 1 Cl RRE \CY A\D COUJ!EfC£ 

bat Home Charges had to be paid in gold The TUpeea were 
not acceptable ontsidc India at their face value, but at their 
bullion value Consequently, the Indian Government had to 
pa\ more than the face value of the rupees Thu demand 
■was met bv taxation The import trade of India suffered 
because every importer had to pav more for his goods than 
the face value of the rupees as their value had depreciated 
much Lut the depreciation of the rupee served lite a bounty 
on the export trade The exporter sold Ins goods m England 
for gold and when he converted the gold into rupees he got 
more rupees than acre necessary to meet his expenses of 
production including ordinary profits This made trade 
conditions very speculative and nsky 

The Government in re«ponse to the recommendations 
of the Hmchell Committee closed her mints to the free coinage 
of silver for that was the only way to maintain the value of the 
rupee The stoppage of the silver coinage was followed by 
an appreciation of the rupee and hy 1^93 it had reached the 
value of 1* Id which was maintained up to 10H This 
measure decreased the demand for silver to ft great extent 
and brought about it great fall in the value of silver Those 
oho had hoarded their savings in rupees in India and also 
those who had large valuable ornaments of silver suffered 
much by tins fall in the valm of silver 

Tims by 3893 the mints of all the important countries 
had been closed to silver the supply of which was increasing 
The world drifted rapidh to monometallism The price of silver 
after 1873 was falling much and there was a fall in prices all 
round The bimetallists pointed out that the supplies of gold 
were declining whereas the demand for money was increasing 
owing to an expan ■lonmtnrti, commerce and industry They 
said that Iot these two reasons gold hail appreciated m value 
and that this appreciation showed itself in a fall in prices and 
Silver having becon e a commodity showed tiv.it fall \ciord 
fng to them the reiredv lay In making silver as the standard of 
valne side by side with gold with free mints and the quality of 
full legal tender for both metals For then the supply of 
money w-ouJd increase and prices would me again 

The gold rnonorretalliats ibd not accept the premise* upon 
which the birr eta lints based their arguments They pointed 
out that the year 1S73 and its immediate predecessors were 
years of abnormally high prices and, therefore, reaction in 
the form or lower prices was bound to follow as a natural 
consequence Temporary ups and downs in prices though 
undesirable were also nnlortnnatelv ana voidable and time 
alone would provide thi remedy The advocates of the single 
standard said that silver tonld not na“ m pnec to its original 
level The demand for it could be increased by opening 



m 31 FT ALT IS V 


45 


mints for its coinace , but tint would increase its supply greatly 
for the smallest rise in price was bound to stimulate production 
They also regarded silver as too cumbersome a medium of 
exchange for large piymcnts and discouraged any attempts 
to open mints for its free coinage 

Attempts were made to revive bimetallism bv inter 
national agreements, but England always opposed any 
attempt at reviving bimetallism for that country had made 
great progress and occupied the central position as the money 
market of the world blu did not want to dissipate her ener 
gus in an experiment which had already failed m franco and 
elsewhen The question of bimetallism was for long the most 
prominent economic problem before the world, but after 1890 all 
interest m the matter disappeared suddenh There were two 
reasons for tlus firstly, prices which hid been falling since 
1SJ3 became stitionan about ls9'» 97 and then took an up 
ward trend Poconellv, the world s annuil output of gold was 
increasing at a rapid rate The insufllcit nev of the supply 
of money and the falling prices win two important arguments 
of the bum tallists to nun the double stuidard With arise 
in prices aid an increase in the supple of gold, the two chief 
arguments of the bimetallists were annulled 

Jn one way the result proved the logic of the arguments 
of the bimetallists The extreme wing of the monometallists 
had denied that the ini reaped use of gold had resulted m a 
scarcity of that metal but the rise m prices following tho 
increase m gold supply eonhmied the arguments of the bimetal 
lists 

Bimetallism as a sjstem of currency was discarded m 
favour of gold monometallism in all countries of the world 
in the last quarter of the 19th culture lor some tune the 
bimetallists raised controversy to bring back their system 
into practice International conferences were hold to consider 
the possibility of a re turn to double standard and the bimetallists 
claimed that their sv stem was theoretically sound and work 
able m practice Hut England always barred the way for 
the re adoption of the double standard She was not prepared 
to launch on a scheme which had alrt adj faded m Prance and 
which was still more or less of the nature of an experiment 
The gold standard was firmly established in England and tho 
country had become industrially advanced and the practical 
minded English people were in no way prepared to reconsider 
the question of the standard Without England no other 
important country was prepaml to enter into an agreement 
for the rcadoption of bimetallism But gradually events took 
place winch cut the ground from under the feet of the bimetal' 
lists and the question was dropped hr 1800 
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Let ns consider the advantages claimed by the bimetal 
lists for their system They point out that stability of prices 
13 preatlv attainable under bimetallism The changes in the 
] nreha'ing power of monev can«e a great disturbance m all 
manner of wavs No one will d<ny that the more steady the 
range of prites the better it is for the whole communitv 
( omparativc stability m the value of money is verv desirable 
Tlie bimetallists 1 old that the gold standard has proved in 
adequate in maintaining the stability of prices They refer 
to tl e severe depression caused by a nolertth downward move 
ment of j nces after 18”2 73, when silver had been reduced to 
the po »tion of a token coin and the standard coin consisted of 
poll onlv the ?upj ly of which was not keeping pace with its 
demand for monetary purposes Its demand wa3 increasing on 
account of the expansion of trade and commerce and owing to 
the increase in the efficiency of capital and labour the amount 
of business to be done was increasing The valne of money 
rose and juices fell as a conseqncnce Pome people pointed 
out that falling prices were due to inventions and improve 
ments only and not to the contraction of currency , bnt the 
bimetallists contended that this view was wrong becau«e if 
the depression was caused by over production it would bare 
been over after a short tune Prices in fact rose as a result 
of the increase in the volume of enrrency in the la-t decade 
of the 19th centnrv This increase in the currency was made 
jiossible by the increase in gold production This proved the 
point of the bimetallists that prices after 1872 1 ail been falling 
owing to the contraction of the enrrency The fall in prices 
had an adverse effect upon profit* rents and wages because 
aU tl e*e incomes depend upon prices The bimetalli’ts had 
suggested tie adoption of the double standard as the onlv 
remedy to prevent depression for the deficiency in the supply 
ol currency caused by the low sujply of gold could be tompen 
sated by the increasing supply of silver 

The opponents aTgued tfi3t the prices of 1872 73 were extra 
ordinarily high and that no return to this old level was po 3ible 
and that aU areuments ba*ed upon them were irrelevant and 
that a fall m prices was the natural reaction Moreover, tbev 
contended that wages had not fallen as much as prices and 
that tie fall in prices was favourable to labour Therefore 
tl ey welcomed a still further fall in prices in the interests 
ol labour Tins however, was a wrong view, because a fall 
m prices Iw-mg permanent could not be in the interest of any 
class Wages and j refits fall together or rise togi ther A 
fall in profits would contract bn«mess and in course of tune 
would actuate bu*in« *3 men to withdraw their capital from 
bn*ine«s and Ous would cause onenip oyment for labour 
Naturally a permanent and long-continued fall m prices could 
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not be beneficial even to the labourers ETenec the bimetallists 
had advocated a return to the double standard. 

In the next place, it h claimed for bimetallism that the 
system would heep steady the par of exchange between eonn- 
tnea trading with one another The uncertainty and in- 
convenience arising from fluctuations in the rates of exchange 
between gold and silver using countries are very great They 
npset foreign trade because a very small rise or fall in the rate 
of exchange is sufficient to turn the expected profit into a 
loss and rice versa It is a well known fact that a dex»reciated 
currency favours exports and acts as a check, on imports Let 
ns take the illustration of England and India, the one a gold 
using country and the other a eountrv using silver for its 
internal currency The depreciation of «dv er m terms of gold 
will not raise prices in India Its onlv effect will be that 
people in our eountrv will have to pay more for ornaments of 
gold than they used to pay fomurlv If India has to export 
articles she will cell them in England m gold and will convert 
the gold into silver Obvioudv if prices of the Indian products 
remain at the same level in England that mil mean that 
Indian* after conrtrtmg the same amount ol gold into ether 
will get more rupees — silver haring fallen in terms of gold 
On the other hand, if the rupee price of English goods in 
Indu is the same as before, that will mean that less gold will 
be obtained than formerlr for the same quantity of goods. 
Unless cost of production declines in England for Indian imports 
from the former country, this state of affairs is bound to decrease 
imports into India from England Exports for a simitar 
reason from India to England will be stimulated, for Indians 
will get more silver for the same amount of gold Ilcnco 
this will encourage exports from India to England 

It may be supposed that owing to the depreciation of stiver 
in terms of gold, stiver max fall m price in England without 
ant response being made by prices in India That mav mean 
that with a fall in the v due of silver in England, less gold will be 
obtained, and that will git e the same number of rupees to 
the Indian exporter as he used to got formerly Consequently, 
he will get Ins usual profits This effect is similar to a bounty 
on Indian exports V bountv increases the quantitv of goods 
exported, lessens their prut m the foreign country and puts 
the foreigner at a disadvantage The fluctuations in the rate 
of exchange between gold and silver using countries b> creat- 
ing nnc<rtamtj up'et foreign trade The bimetallists claim 
that their system would renudv this disadvantage 

A third advantage claimed for binietaJJwn is that it would 
remove injustice arising from changes in prices to various 
members of the community Hiding prices are advantageous to 
debtors and to the business coaimumty , while they are 



< f ri r \ c ) am> count rcr 


18 

dm hantag*ons to creditors, labour and tbo*e baring fixed 
me* m i I- ailing pn^M in 3 hanlajrom tothow baling fixed 

wc<ines ami to th* rrcdi’ors and dm Jiantagtons to the other 
< hm <i The bimetallist* claim lint th* lr Sy«* m wonl 1 rt moxo 
tl is tnjusfui of dunging pncra b) making pm es more st«a<h 
I5ut it is tn admit?* <1 fact that it would not romf lct*Iv eliminate 
ehang** n pne«* \n such, it ii difficult to s*< how it would 
pit vent injustn* to \anoua rla«**s It couhl do so only if 
tie f*rn*r irmiline level of jncn roul 1 l* n ached bat that 
wou! t t* mutt ttnahl* llenc* this advantage sc-ctns to be 
inor* apparent than rial 

U* shall now consult r some of the main objection* to the 
doable •tundard Firstly, it H urg«*d that the introduction of 
th* system won! I imply interference with th* tint majority 
of contract* The debtor* will havt the option of pajing 
in »iUtr rather than in gol 1 and thl* will 1 w prejudicial to the 
interest* of the creditors In fine, the rial charge trains’ 
the standard is that tbo*e who had contracted to pay in Roll 
wool I be allow <1 to jut in Filter The issue can be chared 
np by saying that a majority of tran*w (inns ar* settled in 
monej and not in bullion Th* contract* in not to lx fulfilled 
by the actual transfer of gold in the ease of civilised nation* 
Ki \owg 3A the t«.U*i nnmw coiutsuvt, nl*« would itrre tins 
purpose equally well Thi bmks will rea Ijuit thar reserves 
of gold or ulur a* the case mi) b* to suit the concern* nee 
of their customers At pr« *ent in *om« countnm a creditor 
can be comp* 11* d to accept a cumncy note muol by Oovirn 
ment or bi a Central IJank Silver coin* can aI«o servo thi* 
purpose equally well If now no injustice m done to the 
creditors still le»s would it be done il jnvmonts were made 
in iilver * 

In the next plate, it is urgid that the immediate con 
s*qnencr* of the adoption of bimetallism woull be very un 
satisfactory The rate of exchange will change owing loan 
increase in the demand for silver for monetary uses and this 
will ireatc an element of uncertain!) in trade with niter using 
countries Hot it must bt urgid in answer to this that *nch 
an inconvenience in foreign trade will bt temporary only and 
everything will become very smooth when things arc properly 
adjusted in course of time 

In the third place, it u urged that great disturbances will 
be caused with regard to trade with silver using countries 
\s has been already pointed out a depreciation ol silver acts 
as a bounty on exports from silver using countries and a check. 


* \« a matte- of fact America ha» now agreed Jo accept th* par 
meet of her debts from ter t oropeaa debtors in «U\er after tie 

conn try recently went off tl e gold standard 
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on or protection against imports into the silver using cotmtnes 
This check on imports grve3 some advantage to the silver usm* 
countries, for thev get. a chance to improve their nascent mann 
factoring industries The adoption of bimetallism bv checking 
the /alt in the value of silver will cause disturbances in trade 
m the silver using countries This will encourage imports into 
and di courage exports from tin silver using countries If gold 
becomes less vain able and that is what will be done by bimetal 
Iism, the gold using countries will get a greater number of gold 
coins in exchange for silver coins from tririe with the silver using 
countries and provided pirns in gold using countries remain 
is before thi* will encourage their exports to the former 
countries It may be said in answer to this objection that 
when some countries use gold and others silver as their currency, 
t he depreciation of ail ver gues a sort of artificial stimulus to the 
trade of the silver U'lng countms and that bimetallism would 
make conditions more certain and more stejJv Tor some 
time tin silver using countries nuv 1cm* but this monetary Itm 
would be subject to compensation Capital would flow from 
the gold u«mg countries to the silver asm** countries to 
develop their resources 

Another objection urged against the system i»that it would 
cause an inflation of prices bv increasing the currencv in circa 
Intion This w ould lead to sjteciUative mama and in the long run 
might cause crises It is also said that this inflation of prices 
would be disadvantageous to the creditors This is the reason 
on v. hush tin supposed interference with contracts is based It is 
true that an undue increav m currencv not warranted by 
an mt tease in buvinp&s will bring about tins result But 
It is also true that pricis in the past fill in pome vears owing 
to contraction of currency In Wu Middle \ges trade and 
commerce were very much hampered by the Lac*, of currency 
The silver discoveries later on provided a great stimulus to 
business bv increasing the quantity of monev With 
improvement in the credit svsteni in modern times tlus difficulty 
is avoided to a greit extent Tin. increase in trade, commerce 
and industry in modem turns requires the increasing use of 
jnonev The fall in prices after In 2 was the result of lack of 
goflicimt money to meet the growing demand of businesses It 
may be said that the increase u> the I reduction of gold and silver 
Will be nb orbed because monev will also be required in increasing 
quantities for the arts owing to an increase in the wealth of 
peoph 

I mally it is urged that tht difficulty of maintaining the 
market ratio of gold and silver identical with the mint ratio 
won! 1 make bin etaUimi impossible in practice The bimetal 
lists on the other Irani reiv on the compensatory action, 
of the double standard to maintain the ratios identical Thev 
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nfer to tin hunch exp* n< nee after 18*0 when tfu diren*cnec 
b<twe*n tin marlit mho on I tin mint ra* in w a* n« eligible, 
anti autonia iially the two came to/* flier aft * r a ihjrht taria* 
lien f»ul tin* prMMiliiil prosed scry i xf* nflri* to I rnnr* 

Tin btm* talli«t* point out tl at the adoption of their 
jijettn b> all tl e rinlizc*! countries wool I maintain th* tnarlit 
ir 1 mini ratio* id ntical for if tin ratio Ml, whrre would 
tin <!« tor im lal go* It m h« 1 1 that tie withdrawal of the 
< In jper « » * d ftt if tl« market would rai« it* valu* livdctnM- 
in.’ it* « ij { It thirenndfx iwnw intN »upj lr of tin* dciar 
n**a! in tin nut!** wouJt bnn” down it* jinr* thin" Thu* 
tl* r»t» » would Ik re»tore*l In fa* t tbo«c who rrlv upon 
tli < « tiijk ruatory action of the doubl* standard hold that tin* 
rati i could nm*r In dtstnrbed I’nt national prid<, the rhanpes 
tl at won! 1 In cau*ed in the tumneie* of tin toutitn*** by tlm 
idoptioli of the donble standard and irrjudie** of various 
sort* stuni in the way of interrational bim< talli*ni 

In the la«t dee-ad** of fit 19th c<ntury man) lnttmtiou.il 
confertntts were in Id to remt hum ialh*m hut A n«e in 
price* bread** of increase*! supply of to! I put an end to this 
dem uni for bimetallism The qu**iion has now mil) an 
acaduric and a historical importance 
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Paper Money 

It I< not m tnoslsru times only tint tin u*e of paper n* 
medium of ttrliin/t In* twin nutinl Tin rt U i wdenci 
to *h*iw that pipsr mom \ wns nsrd In China n« nrh a* tin* 
Pth o« ntnr> ami jvoj U in \nrnnt \*«m orni Ihlulon win* 
will n^itnintnl with pi|er mom* It w is in tin litter pirt 
uf tic 17 th ointnrt tint pipsr mows win u«»il on it conshli r 
able zeds* Tin piihtu an l n mi j ublic I ink* lngan Issuing 
I ram I it** to pit which Ikjtiii to pi*s into circulation beciitso 
of Win^ eotm rtit U into ipc* is 

llisls nrilts the origin of mom j dm * not ho In compulsion 
nr < ten in «! blunts idittKin hut i* In* in tin riMtonnn 
ncciptlnci n f #oim comiuo litv of gt m rila run ihhmss \\ hi n 
null n cotninolfty hahtlunlh oinix t* I"* c<m rally arcs ptnl 
wit! out demur or ihlij In nutisfuetum of d> ht* and o) libations, 
the MtU < tti r<r) tnmh >fTtv l >!* nlw »n) !ht i;u»h 
of its rircuhtion The a hunt i-n s « f tin u«« of pipsr ntomy 
weri p'idiiiltv n ilizi d in 1 tin puhhr and umi puhhi iMXlit < 
begin to l«sn« pipirfothit hi tin 1**th cs ntnry its u*< liocittu 
v ry finitnr and the was was pnpind mn for tin iism 
of pipe r w Iiich w i* not ultimats Ij to hi conn rts-d into metallic, 
mono 

Pa|Hr mono is of tlirrs kinds ( 1 ) / r/trnrutaticr paper 
wzney— is that for which sjhuc of isjuil fi 1 yplus is Li pt 
in the hank or cumnc) olllci to In gl\m our to tin bursr 
of piper innnty on shin md in txdan^i for tin |ip«r nots 
(J) Co icrrfiWe / 1/ rr not try — sonslsts of note* mind hj in 
indisnlual or n public or jmnti mm rn promising to somsrt 
tlnm m 1111 tallic coin on jm *1 ntim tit It 1* not ihroctli tut kid 
up h* specie hut lij tin futli whnh the is* in r or tin promisor 
1 m irs{ ire Ihunnnt should not In in -untiling ixupt ligil 
tindsrmoniv otlierwi«i it nnnot In calh d » on* rrtthk pips r 
momj Tin notes should h u« u nuttir of fnt pajihli In 
«I»cd< on 1I1 iriiiiiI Tin. wonl csmsertible npplns only to 
n d( < mabihtj in hgil timlir or *t indird mom j in mnnot irj 
scii net It n bfciuM wlini biistn ssnun med in cxihingn 
for piper notes cun in of serine to them whin an 1 wlnn* 
paper in one j will nnt Ih asupted Tin onlj suttibli momj 
under such eirtumatumis is tin. Mnnilnnl imtallie momj 
ho otlur commolitj inn sent this purpose ( J) Irmlrrmable 
or Hwnvertibte pa/er money— lonsists of paj ir notes for which 
ftpeui* is not obtainable on demand It m \y lx that at a turn 
pal cr money may hare Inca issue! with tiic intention of 
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redeemin'* it but later on it raav bare lo.it its convertibility 
on account of tl e insolvency of the government or the i«smng 
bank It maj also be issued without anv intention of 
converting it into specie at any future time This 13 proper! v 
calle 1 fiat monev 

Intonvertrt le paper can pass from hand to band either 
becan e people have no better monev and its quantitv is limited 
to sac! an extent that its evils do not j et appear or because 
tl e goverrment is strong enon w h to compel people to accept it 
It 1 «t Ik emphasized lowevor that generally its Circulation 
cann t h tnfor el against pubhc opinion The most impor 
tant in tances of inconvertible paper monev an the Green 
la k« B»ned by the \mencan Government during the Cinl 
\Tar the French tssi'mats etc issued by the I evolu 
tionarv Government of Trance m 1789 secured bv the lands 
confiscated from the Clergv anl tie Rank of Fngland "Notes 
is«ned dnnng the "Napoleonic Wars In the Great War of 
1014 1010 all the Furopean countries made their n tes in 
convertible Fven the Bank of England was ordered to stop 
payments in specie to people m exchange for paper notes 

Merit and d'mentt of wconrerh'lr paper money — Paper 
monev i advantageous inasmuch as it enables real capital 
to be saved which becomes available for use in other directions 
\dam '-mith has compared paper monev to a wagon wav f brongb 
the air which enables the land under it to be available for 
raw ng produce to satisfy human wants Cold and "dver 
reduin some capital and labour to produce them which can 
be emplrved elsewhere if their use for money is dispensed 
with The labour and cap tul required for their product on 
can be devoted to the proluction of goods th3t are directly 
consumable This will increase the wealth o r the country 
anl nuc tl general stan lard of consumption A second 
advantage i< that lo«s of wear and tear which is considerable 
in the use of precion3 metals as mon-j can be aavel when 
paper money serves as tl e medium of exchange 

Another advantage is that paper money is very easy to 
handle and a note of one thousand rupees is as easy to mrrv 
abont a3 one of one rupee Therefore it is more convenient 
and less expensive also to make payments in d» ant places 
through paper monev than through metallic monev 

There is a fiscal advantage also A government whose 
credit is unpaired and which cannot raise monev el cwhere 
without javing exorbitant rates of interns can secure this 
advantage bv issuing paper money This can be done onlv if 
the curtenev of the country consists o' metallic money wholly 
or oartlv J 



PAPER S10\ET 


53 


The above advantages are not unmixed The use of 
paper monev is attended by serious drawbacks and evils Its 
a alup is far less stable as compared with that of metallic money 
Its circulation depends on the confidence reposed m the govern 
ment that issues it , while the circulation of metallic money 
depends upon the force of social habit The area of circulation 
of paper money is very much restricted It does not circulate 
beyond the political boundaries of a country and the narrow- 
area of its circulation makes its value aery unstable 

Its supply can lie increased at the caprice of the govern 
ment and the latter mav issue it in increasing quantities even 
though greater supplies may not be required The result 
is that the currency depreciates, prices inflate and an element 
of uncertainty is introduced m business Business men 
cannot bo sure that the v nlues of the goods w ill r< mam the 
same at a future time as they arc at the tune of making 
contracts 

This encourages speculation of the worst type Business 
sagacity is thwarted and a spirit of prudence and cautiousness 
gives place to the gambling instinct The business community 
is demoralized and a desire to get rich quickly is stimulated 
among business men Security, steadiness and sound business 
morals go away It is followed by a large contraction of 
paper money which is as harmful as inflation 

The fiscal advantage is dearly bought by the community 
and it is a very unjust method of taxation It strikes hardest 
the poor and the ignorant and thus makes the burden of taxa 
tion very heavy The quantity of irredeemable paper money 
is determined bv fiscal needs and not by business need* as it 
ought to be Monev is rially the tool of business and its 
quantity must depmd upon business needs Iiat paper 
has been well called the alcohol of commerce whose fumes 
entering the brains of individuals and of government officer*, 
setm to make them incapat Ic of sober judgment or self restraint 
in the matter of further issne and further demor ilization takes 
place 1 

Effects of tiie Issue of Ireedeemjbi e Fypef 

In a country having purtly metallic money as its currency, 
anv surplus of money which it may have will be revealed in 
a rise in prices A rt3e in prices in its markets will increase 
imports winch will have to be paid for in money and the excess 
of monev will go to foreign countries Any deficiency of 
money from which a country may be suffering will be made 
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good br attracting money from other countries through inter 
national trade Tins is not tfie case with fiat money the 
quantity of which can be and in fact is increased m spite of 
its low demand from businesses 

When a country using mttallic money begins to issue 
paper, the first con«cqnenee is that specie is dnten out of cir 
dilation The metallic money goes to the government in 
payment of tarts or it is used m arts because its price is lowered 
and hence demand is increased, or it 13 boarded by people or 
exported to meet foreign claims 

If there is no increase in the demand for the medium of 
exchange in a country, the metallic money viU disappear as 
fast as paper money is issued But if the deman 1 increases, 
metallic monei mav circulate pide bj side with paper money 
If, however the issue of paper money goes on increasing, it will 
be able to perform exchanges b\ itself and metallic money will 
l>e driven out of circulation Lp to this point no positive harm 
may bo done Positive harm arises from over issue, that is 
if it is issued in a larger quantity than the specie it displaces 
After this its further issues wall swell the tolwne of the homo 
currency and bnng about a me in prices 

The first sign of the excessive issue of paper money, t e » 
an i«sue greater in volume than the metallic money whose 
place it has taken, is a premium on gold Lven when the 
excessive lS'ue of paper monei has been made, «ome payments 
must be made in gold Payments to foreign creditors will bo 
made in gold Cold must be made available in the form of 
bullion if it is not in circulation It will be purchased with 
paper and some premium will have to be paid for it This 
premium vUl show itself m a nse in the rate of foreign exchange 
\\ hen paper has depreciated, the importer m the home country 
ha3 to pay more for the foreign bill of exchange than when 
the paper pionev is at par s ucli a state is bad for the foreign 
trade of the country m which paper money lias depreciated 
The foreign exporter will riur-aml a more favourable exchange 
in order to offset the premium The burden of the premium 
on gold diminishes the profits of the export trade if the country 
has to make large foreign payments 

Prices are quoted m papeT and not in gold when the former 
has driven the latter out of urcnlation Pnoes rise with every 
fall m the Talui of paper money tVhcn the excess of the 
issue of paper over the specie disj laced 13 small, prices mav 
retrain as under the specie regime for custom may not allow 
them to change Therefore, though the foreign exchange 
ma-j nse, pru.e«. in ger.erof may remain stationary But the 
appearance of a 1 runiam on gold shows that prices are to ri3© 
and that paper money is depreciating 
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Pntes under a depreciating paper regime rise f is ter than 
ia warranted by the increase m the quantity of paper money 
issued Piper money derives its value solelj from its demand 
for exchange purposes Its value therefore, depends upon 
the confidence that other people will accept it That confi 
donee grows less is its quantity inerea>es and this lessening 
of the confidence his no relation w ith the increase m its quantity 
Vfter a certain point man) people miv refuse to accept it and 
its value will fall much more than the proportion warranted 
by tin. increase in its quantity 

Thf Premium o\ Gold and the Depreciation 
of Pvpep Monet 

The rise m prices of ,,oo Is in terms of paper money 
measures the depreciation of paper money If the prices 
become IjO tbe deprt elation of pap* r is oO V terrain quantity 
of goods can be purchased through j iper momy as well as 
through metallic money It would stun therefore that tin 
premium on gold might be equal to the deprt uation of the 
paper momv in terms of goods or luotlur words the premium 
on gold might he equal to the damnation of paper To 
express it in a different was the I riots of goo Is would rise to 
tbe same extent as the prices of gold \s Kmlev would put 
it The paper price of bullion woul 1 bi greattr than the mint 
price bs an amount equal to that bv winch foreign exchange 
is below the real exchange But it is not really so The 
premium on gold os a matter of fact does not correctly measure 
the depreciation of the paper or the ««t in prices The rise 
in the prices of goods i» greater than the rise in the prices of 
gold The xtremium on gold incisures the depreciation of 
paper onl\ ver) roughlv The purchasing power of ineon 
aertible paper money is a bttle leas when measured m goods 
than it is when measured in gold In other words the total 
depreciation of paper money is greater m goods than it is in 
gold or the prices of other goods or eommoditus rise to a 
greater degree than the prices of gold There are many 
reasons for this 

Firstly there i» the risk of an increase in the quantity of 
p iper in tl c future which will further del reciate its value This 
risk has to be takin into consideration and has to be discounted 
but this should bo the same in case of goods and gold Pcally 
it is not so because the prices of other commodities cannot 
be chongetl as quitU\ as those of gold The latter is one 
commodity and the former are numerous and tin prices of 
some of them might change in one direction, while those of 
others in the other direction and possibly the prices of some 
goods might remain stationarj If the prices of other com 
modifies cannot be changed as quickly as those of gold they 
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cannot -it-o idjust tlitmst tves asqtiicUv os those of goM ?j* e 
pnci <i t,o xis will taho a longer time to adjust than is toe 
cas with thf pints ol gold Thf retore, the possibility ©* the 
Imc > nt of mb is lirgi r the 1 ingcr tin peno 1 ov er which it 
h »o be Amounted Hence paper money depreciates in goons 
to a gr ater < xtent thin in gold 

toother n?a«on «hv the depreciation. a r paper in goods n 
gn it< r t'i m in col ! is tine to the fact that pneos of other com 
moiitn s *1 ov, the full rue cause l bv an increase in the quantitv 
of paj r in n< \ Tlie pnees of cold do not show the full rue 
bc< i |S4 win i gold is ejected or driven out of circulation, it 
lowers its value which is not tin eisi with other goods The 
e sport of gold raises the world lee cl of prices and loners its 
own value \n increase in the quantity of paptr loners its 
value in go! 1 and in goods but col 1 falls from its former 
value and goods do not lienee the depreciation of paper m 
goods is greater than in gold 

A third and final cause of the greater rise in the prices 
of goods than of gold in terms of paper monev is duo to the 
fact that the demand for goods is tw o fold — a cash demand 
ant a credit ill maud Jlence prices of other goo Is rise in a 
grvatcr degree than the extra volume of paper monev would 
warrant The same u not the case with gold Therefore 
the value of gold does not rise to the same extent as that of 
other goods Consequ«.ntl\ the depreciation of paper is more 
in terras of goods than m terms of gold 

The Issue of inconvertible paper money should he carefully' 
regulated in order to prevent over issue, depreciation and 
inflation and to avoid all the attendant evils thereof ^ome 
people suggest, the measurement of fluctuations in pnees accord 
tng to which the amonut ol paper money should be enlarged 
or contracted as netessarj lint on account ol the Impcrfec 
tion of index numbers, this method will prove to he unsound 
and practically useless V premium on gold is a char proof 
of the eie<«*ivc issue of paper Then fore the quantity of 
paper money should be so regulated that this premium mar be 
prevented 

CowKRTxnLE Paper Moyet 
Convertible paper money consists of notes for which the 
issuer is prepared to pay standard money on demand or at the 
will of the holdir The advantages of convertible paper are 
obvious It saves precious metals which can be us^d for nation 
building departments and this involves a saving of teal capital 
It can be more convemmt’y handled and causes Uttte loss b> 
wear and tear In response to an increase m commerce, industries 
and trade, its volume can be easily increased form such cases 
the quantity of metallic money may not be able to cope with the 
situation 1 
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It may be issued bj the Government or by banks or by 
3 Centra] 3iani The Got eminent — i! the issue comes Iroin 
the Government — will uther keep gold or silver equal to the 
amount or the face value of the notes put out for their redemp 
tion or will issue it on its general credit Its issue » nn 
advantage to the Government inasmuch as the Govermmnt 
can git n venm without resorting to ordinarv forms of 
taxation The Govtrnment 1 is to incur the expense o f keep 
mg and maintaining the r» serve against its issue If the 
demand for redemption is sullen and viry griat the whole 
svsttm is endangered for tie n«rve cannot It easilv enlarged 
The enlarged quantitv can conn onlv out of increased taxation 
wl ich is too slow and difficult a prooi ss as it is alwavs resented 
bj peoj le or the enlarged qunntitv c in come from the sale of 
bonds also The latter nietlol is al o open to objections 
of being slow and diilieult Th main objution to the issue of 
paper mom v bj Government is that it is not in intimate touch 
with business conditions and theref m is not in a j osition to 
regulate the volume of curnn j to s nt the convenience of 
business community There is also tin danger anl tempta 
tion of over issue if the issue of paper nioniv comes from the 
State Tht Government in issuin'* \ iper money will be 
gmcrally actuated bv fiscal needs and money beio„ the tool 
of busmo&s its issue does not fall within the scope of the func 
tions of the State 

Its issue on the otl or 1 an l may j roceed from the central 
banking ngenev of a countrv If it is a bank note it is issue ! 
bv a bank promising to pav a specified amount in legal 
tender on presentment to tie bearer tluriof The bank notes 
get into clrculition in two wajs V customer may deposit 
metallic money with his t ank and may get the more convenient 
bank note in exchange thereof or 1 1 may give to Ins hank 
Ins own pronns ory note or a bill of cxchang an l get the bank 
note In doing tl is the customer exchaigis his own credit 
for that of the bank \s a merchant hi has incurred debts 
which lie has to pav and lie could offer his pronussorv notisto 
bis creditors but thev too like him are in dibt and want i 
medium of pavment which can be accepted bj their creditors 
for them Tl o credit of the merchant is w ell e3tabbslied at the 
bank but not with business community as a whole and tht 
latter will not accept his promissory notes in satisfaction of 
debts and obligations But the credit of tlie bank is well 
established and bank notes can pass current for people Lave 
confidence in the bank Then fore the merchant exchanges 
his own pronussorv notes for those of the bank It simply 
means that there is the process of exchange of credit of a 
narrower circulation for credit of a wider circulation 

Thus the issue of bank notes depends on the amount of 
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the promissory notes an 1 bills of exchange offered to t he bant 
Tin. number of the latter depends upon the * olumc of business 
If business is brisk and expan ling, more promissory notes 
and bills of exchange will be presented to tbe bank for exchange 
for the bank prr>mi«sory nous and less will be presented if 
the bnsmtss is slack lienee the issue of bank notes will be 
in re*j onsc to busme«s needs, expanding with the expansion 
of bu«inf»s and contracting with a slackness in business A 
bank is therefore, better fitted to regulate the issne of notes 
than government This special power of banks to adjust the) 
volum ef note issne to business demands is called elasticity 
of bank note* The Government paper lacks this qnabtv, 
but the bank paper does not 

By elasticity is commonly meant the quality of a body 
bj virtue of wlich it can expand by drawing it and 
contract bv giving up the pressure If applied strictly to 
money, the term should mean that the fame quantity of tnonev 
should be able to do more business under an inten«e pressure 
and less under a relaxation of demand Tins is, however, 
not the pro] or meaning of the term elasticity as applied to 
money In oa-e of mono} it means that the volume of money 
should increase if there is an increased demand for it and 
should decrease if there »s a decrease m the demand for it 

Metallic money does not possess elasticity for metal leaves 
tbe place where there ls less demand for money for a place 
where there is a greater deman 1 for jt Its total quantify, 
however, remans the tame Lnder a svstim of convertible 
paper the increased demand for it is met by an increase in its 
volume or supply which means that more paper money is issued 
Metallic money po’res’os mobility or fluidity and convertible 
j aper possess the quality of elasticity The «o called 
elasticity of gol 1 money means a changed distribution , that 
of paper money implies a larger or smaller s olrnne than before 
in some place or places but not at the expense of the supply o* 
any other place 


In the last centnrv there was a great difference of opinion 
between economists on the exact meaning and the desiribibtv 
of the elasticity of money Now there is little doubt that the 
currency shonld posse’s the quabty of elasticity There are 
seasonal demands of agricultural communities which can bo 
met by an Increase of the supply of money Cheques, etc , 
cannot serve the purposes for those people are far from the 
banks and do not know the formalities to be performed m 
connection with cheques 


pe opponents of elasticity say that these locat and sea 
Fonat demands do not occur everywhere at the same time 
with the same intensity At one place the demand for tbe 
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medium of exchange may be very strong and at the other 
place it mav be very w eak Money consequents can be trans 
ferred from the former to the latter place without causing 
any irritation and inconvenience But in answer to tins it 
mar be pointed out that there is the expense of transfer 
ring money from one place to another and tins may be more 
expensive than the additional local issues 

It is pointed out that the stronger demand will increase 
the rapiditv of circulation and will make an additional snpplv 
unnccessarv This is true provided the increased efficiency 
of the existing monetary snpplv is enough to meet the demard 
But tlu« only means that there are other ways of doing the 
same thing and the least expensive and the moat effective 
way must bo chosen It is farther argued that to prevent 
speculation the stnngenct should be allowed to be felt but 
it may be said that the increase in demand is not always 
speculate o and that if the supply is not increased some legiti 
mate businesses will be starved The argument is, therefore, 
invalid 

Tor the above reasons, it is very nece-sary that a good 
system of currency should pos«css thi quality of elasticity in 
order to perform its functions in an adequate manner As 
pointed out above, metallic money does not povse^s the desired 
elasticity, bnt paper money doe* The question 13 whether 
paper money should be issued by the Government or by the 
banks If tho Government issues notes, it does so under a 
special Act which regulates the note issue and also the fiduciary 
and metallic portions of the paper currency reserve Govern 
ment issues paper money which is brought into circulation 
in payment for government dues and cannot b< put into circula 
tion as loans to bwsinesvmen If, on the other hand, banks 
are allowed to issue paper they will put it out in response to 
business needs The question then is whether the issuing 
banks should be left free to regulate the mode of issue and 
the management of paper money and note issue be regarded a 
part of the ordinary business of banks or whether the banks 
should be regulated by law in tins matter In the earlier 
days there were two schools of economic thought on this 
question — one supporting the banking principle of note 
regulation and the other supporting the currency theory 

(a) The Banking Theory — The Banking Theory holds 
that the l’sue of notes shonld be regarded as tho ordinary 
business of a bank and that there is no danger of lssmng paper 
money in excess of the demand for it provided paper money 
is alwavs kept convertible Convertibility and good banking 
are regarded as proper safeguards against any excessive issue 
of paper money According to this theorv, if tho notes are 
always kept convertible they cannot be issued in excess and 
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consequently, the evils of inflation and depreciation cannot 

(b) The < vrrennj Theory — The advocates of the ctlrrencr 
principle point out that bank paper can vary independently 
of the metallic money in who-*e place it has been issued ana 
that it can be i*sued in excess of that metallic money which 
it replaces Tins causes inflation and creates an extra demand 
for paper money \ccordwg to tins theory constant converti 
bility is not a proper safeguard ®nd, therefore, the bank 
paper must be regulated by law to present excessive issue 

Tin re is an chirent of truth in both these principles , 
but it is interesting to note that it is the currcncj theory 'which 
has been put into practice and the Bank of Bngland, the 
Imperial Bank or Germany and the banks of the G-i-A are ail 
organized on the currency principle with regard to their power 
of issuing notes The Bank of tnnee is an excellent illustration 
of the Banking Theorv The general experience of all banks 
is in support of the Banking Theorv 

The real i««ue ls whether a bank ran issue notes in excess 
of the demand of the business communitv Issuing notes is th* 
game thing as extending credit A bank gives its notes in 
exchange for the bills of exchange or the pronn«sory nobs of 
\\x? customers This operation vs known as <JiK.ciU.tuig 
Obviously these promis«ory notes and bills of exchange will be 
discounted by the holders only wbtn they require money for 
carrying on their business Therefore banks cannot issue note* 
inexce*s of the demand The increase in, business does not coOte 
from an increase in the demand for currency An increased 
demand for currency is a consequence of large and growing 
business and to say that notes can be Issued in oxce«s of demand 
is to mistake effect for cause The bank era own interest works 
against over issue If the banks urne more notes than 13 
justified bv the demand of businesses, the excess will come to 
them pither to be kept as deposit whereon they will has e to pay 
Interest or thev will be presented for conversion into specie 
which in either case will subject the banks to loss 

It does not, howeser, mean that the usue of notes should 
not lid subject to regulation , because banking vs not always 
round and careful ami it is quite possible for people to be earned 
away by extravagant expectations of business growth and these 
speculative tendencies can be accentuated by banks by lowering 
their discount rates Again, people do not always press for 
convertibility and notes are not presented for conversion 
eft b'oc and banks ean create confidence against converti 
bility \ liank may issue notes m excess* 5 of the demand 
and subject the community to all the evils of. inflation. 

Thus it u tw 3»ary to safeguard the issue of convertible 
pap»*r by banks in some way err other \ anous measures have 
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been advocated and pat into practice to safeguard against 
this evil (1) Ono group of those methods seeks to remedy 
the evil by acting direct!) on the issue by fixing a limit to the 
amount that the bank may issue This theory assumes that 
a certain amount of money is alwajs needed by the business 
community and that business requirements cannot fall below that 
requisite minimum This amount of currency will be as good 
as gold for it will mror exceeil tin demand for monej at the 
current range of prices This nnj be piper as well, and it will 
never bo presented for eomcrsion to am great extent The 
objection to this mode of regulation is that it nnkis the currcncr 
inelastic and dissociates tho note issue from the close corres 
poudtneo with business minis and the demands of trade which 
is very niressarj for economn development Such a measure 
is in no waj different from the (amnej pnueiple (2) The 
second group of methods eonnsta of those which act on tho 
resent The ngulitton of the rt'im including not merely 
spctic but bonds stock and comtmrcn! paper also may be 
cfTeotcd ui various wavs 

(«) Ihe Minimum Rc*rrrr Methml — \ (cording to this 
method Urn law re quires the Issuing InnXs to ke«p in stock 
a certain quantitr of specie at all times irrespective of tho 
amount of notes put out This method is pnju licinl to good 
management and affords little proteition Tin object of such 
a resene is twofold tirstlr to protect flu bank against a 
possible danger of failun toredetm its obligations and sieonellv, 
to afford rilief to peoph who need monev wiien it is not verj 
easv to git it Tin se puri>ois are defeated in times of 
eimrg.my or a mtu tf tin bmk is to keep the iwinp at ft 
certain minimum Tins means tint the bank should stop 
converting notes into stand ird money beyond a certain point 
and when the risen i falls to tin minimum find bv Iiw soim 
people fear that tin noli a pos'es-ial b> them roiv not bo 
nileimed In the bank Tins will induct them to present 
those not<s for redemption and thus the i vil whlth the reserve 
Is inten led to prevent will bi accentuated 

<&) Tlie ]'ro portion'll rnrrre Mrthnd — \ecordmg to this 
method the law insists on the huik to ktsp in reserve Min 
which will l>enr a r* rtam jroportion to tin not* is*m lor 
examile, If the amount of notes in circulation is Its t»0 000 
and the reserve nqmreel by law is one fourth of the issut or 
l’s -0 000 the redemption of I s l r » 000 worth of notes will 
rvduee the amnimt of notes issued to I s ft 0i>0 , but the 
amount of the reserve also woul l be lessened bj n correspond 
me amount and It would fall fxlow the legal proportion 
Whatever advantage is possessed by this m<tho*i comes from 
fixing the reserve at a high proportion to the total issue 
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Though a largo risen e would better safeguard the eonverti 
bihty of notes it won! 1 not involve a great saving of urn dment 
in metallic raontv It is also open to the same objection to 
which the minimum rc'fne method is subject Tins system 
has been recommended for India by the Koval Commission on 
Indian < urrincj and I xebange and al«o by the Kcscrvc Bank 
Committee 

U * The ‘ample Depot it Method — Vccordmg to tin* method 
the bant should keep a stock of speen equal to the amount 
of not<s t sued It mat be safe but does not ensure tconomy 
ex<< pt that which arises from the n ere saving in the wear and 
tear <f coins The notes issued are given the character of 
warehouse receipts or deposit certificates and the) do not 
pc sji a the advantages ol bank money Moreover, the metallic 
re-ene is a great temptation to the authorities in times ot 
treasurv distress 

(d) The Partial Deposit Method —Under this method 
the bank can issue a certain jroportion of the notes against 
stocks and bonds, but all further issues must be supported, 
bv a specie reserve This method is adopted by the Bank 
o' England which is permitted b\ law to issue a maximum of 
flTIOOOOO of notes on the security of goi eminent bond » * 
Its main advantage is that as the amount of note issue increases 
the metallic reserve also increases proportionally But on 
the other hand, it deprives the bank j ajier of the quality of 
elasticity The qualitv of elasticitv in I ngland is secured b) 
the cheque habit in spite ol the existence of this system 

(e) The Pond Depont Method — \ccordmg to this method 
a bank is not required bv law to keep a metallic reserve, 
but it can keep a reserve of stocks and bonds and of gilt edged 
securities on the strength of winch notes can be issued It 
is open to various objections One objection is tint tbe bond 
security by itself does not secure convertibiht) of notes and in 
case of stringency the bonds have to be sold to get gold which 
will force down the price of bonds and raise that of the gold 
1 urther, the bank has to invest its capital m the purchase 
of the bonds instead of leaving it free to discount commercial 
paper It makes the issue of notes inelastic as the volume 
of these notes depends not upon the needs of business but npon 
the value of bonds which will me if they are to be purchased 
in large amounts, and therefore, this process becomes less profit 
able Moreover, notes issued in this waj are not necessarily 
safer than notes whose is»nes are based on a partial metallic 


The FWuetiu-yJssoe ot the Bank ot > ngland was jrraduall) 
increased fmm £U 000 OOT in 18H to £-’60 0O0 000 at which it new 
V‘ e Le ™£!* Money Market Fourth Petition bv W F 
Spa! line pp 48 and 63 
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reserve tor if tlio credit of the (lorenuncnt Is impaired the 
pnci of its bonds will go down and the s< curity nil! lx 
lessened It is also objn tionablt |x cause it makes mces«arc 
a permanent public debt 

(/) Thr Safety fund Method — \ccordmg to this method 
the note issuing bmi in nqmnd to eontnbute to a < ommon 
fund of specie wlinh will l>e deposit ul with the coin) troller of 
thi currcnct or with somi other nsjomiblc public oiliml 
Out of this film! notes issued hr nnj of thru hanks will lx 
converted into stan lard moms If tin fund is impair* d b) 
such redemptions it must l»e n<ton<l h) further contributions 
Its advantage Ins in tl s fart that it I asisthi \oluim of notes 
ahsoluteh free to respond to bu«imss r* quin mints and trade 
dirmnds and leaais t I ji capital stock of tin banks free for 
ord i liars 1 1 anking bUMnrss 

(j) \otri issued on thr 'strength of thr Ortjmal tssets 
of the lank — \ciording to this nut hoi no ream is ktpt for 
thi tons erfihiluv of tin noli s but tin) an to In tnattil as 
liabilities of tin bank « cured on its | ro| rts anl pen era! 
credit This natsni prouli* gn it Wasti its to the issue of 
notes nnl is sifi with pool hanking lint banking is not 
nlwnya safe anti j ru lent and then hr* fins method is Itkelv 
to cause n pnat* r hardship in turn s * f f ulun I or this n ison 
whin this mithod is ndoj lid tin nous an in x U a lirst Inn on 
tin assets of tin issmnp bank 

\ discussion of tin so nuthols makes it eh ir that each 
one of them has pot its disuKantapis It docs not 8 *m 
[ossille to dnin o nn i hoi of ns«rv< winch would 
secim cons irtibilits make tin iurrenc> ilastic and at tin 
sami tinu atoil ixressne i«rih mil it ion mil depreciation 
It H quite probable to r •enn thise nds intagis b) a combma 
tioil of various mcthols \ny nut hod bj which note issue 
is npulited must hat* certain ahantagis J-irstlv it must 
result in the pnatist possible economy of | reeious rnetals 
leaving the ml capital fn* fortli use of the nation buildmp 
do jnrt mints ‘vxondly it must unit tin d ingir of excessive 
issue and const qnent mtlition and third!) it must ensure 
comcrtibdit) of notis 
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Inflation and Deflation 

Mo'SEV 19 onlj a means and no* an en 1 in it«elf and its 
importance lies in its worth in terms of commodities A 
change m the monetary unit m such a»u that it may be uniform 
In its operations and m3v affect all transactions an I all classes 
equally l* unimportant \n all ronnd change m the monetary 
system leasing everything <1 c asbefon will not produce any 
new consequences except that more coins or less coins as the 
ca«c mav be will be required to affect the same exchanges as 
before If the change is such that a man gets twice as many 
coins as he coni 1 get formerly for his commodities sold and 
services rendered and if he »1 o [ av» twice as mnch 3s former 
It for all acquisitions and satisfactions he will not at all be 
affected 

Changes m the value of monev or in th*. price level are 
important onh because their incidence » unequal When the 
value of money changes it does not change equally for all 
but affects tome m one dtraction and others in other directions 
*!ome are benefited and others injured by a change m the level 
of prices or by a change in the valae of money The fluctna 
tions in the value of monev have been verv violent since J911 
Tie change has been «och that it constitutes on** of the most 
sigmf-cant events in the economic hiMorv of tlie modem world 
It has been vi ued on a society who e economic organization 
is more dependent than that o f any earlier epoch on the 
a* umytion t’ at the value of money wonld be fairly stable 
L p to lCT 0 there was an unprecedented expansion m the snpplv 
of currency in all countries which was followed by a eontrac 
tion of cnrrrncv in all countries to the same extent 

The former process is known as inflation and the latter 
ns deflation Inflation means an extraordinarily high expan 
sion of currency an 1 credit beyond the requirements of trade 
commerce an I industries at the current level of price* It is 
generally resorted to bv Government in times of emergencies 
when its credit is very low and it cannot raise money withont 
paving an at normally high rate ol interest Then it xxsiiea 
inconvertible paper to get the adsantage of raising loans with 
out paying any interest Inflation may also be brought about 
bv banks when they are given the power to i»sne notes with 
ent anv law regulating the-r issues Deflation on the other 
hand denotes a contraction of currency and credit relatively 
to trade requirements at the current price level. This like 
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inflation implies a deliberate action on the part of the monetary 
or currency authority Prof Jviynes defines deflation as The 
policy of reducing the ratio between the volume of a country s 
currency and its requirements of purchasing power in the form 
of money so as to increasi the evclnng value of the currency 
m terms of gold or of commodities 1 In other words, it is a 
process by which the internal \alui of the monetary unit is 
raised with regard to commodities and sen ices This in 
creases the purchasing power of niomv and imolics a fall m 
pnees, wages and salaries jn terms of tin monetary unit 

Both these processes alter tin ill tnbution of wealth 
between different classes of society in 1 al«o affect the produc 
tion of wealth and both mvo’vc graie mju tit o to the different 
clashes of people Inflation is niort injurn us in the sphere 
of distribution and deflation in that of the i ro Inchon of coin 
modifies Wc Bhall first con si hr tht effects of inflation on 
the various classes of people I or tin purj o*t of this enquiry 
Keynes has on the principle of comemenu followed a triple 
classification of societj into (1) The In\ stin Class (*) The 
Business Class, and (3) The I armng C 1 iss Though tin dm 
sion is not clear cut becnuec the same indm 1ml maj he doing 
all these functions, yet it js none tin hss real 

1 The ImesUng Clam — Many of tin purposes served 
bj money depend upon the assumption that tin real value of 
xnonev is constant oior a period of tune Tins is the assnmp 
tion underlying the contracts for tl e mrestmont of raonej 
People invest money in bouds debentures shins etc, on 
the assumption that tin aalue of their nmstment will not 
change adversely during the time of the lontmuance of the 
contract 

The investment system existing at all times and being 
associated with money economy deselopid a new and mere as 
mg importance during the 19th centurj Thi* is one of the 
concomitant phenomena of mo fern capitalism With the 
development of modem capitalism the management of pro 
pertj has been separated from its ownership Those who aro 
the owners of property in modem tunes seldom manage it, 
themselves The function of managing affairs is delegated 
to w hat are know n as entrepreneurs The proprietor ro some 
fuses may retain the ownership of the property, but may part 
with its management This is typified 1>> a holding of oral 
uary shares in a joint stock company The ordinary share 
holders in such concerns are the owners of land bmutings, 
machinery and everything else, bnt they are not the managers 
of the concern In other cases the proprietor while j arting 
with the property temporarily ts to regain it at the expiry ot a 

* ‘'ee IvPvnes A Traet on Monetary Pefarmt J H 0 
3 
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stated period of time and receives a fixed sum of money annual 
ly in t) e meantime e?,in the rare of lease In other 
cares the owner may permanently part with the proper p 
in return for a perpetual or terminahle annuity In the latter 
event the principal sum of money is to be repaid at tl e en 1 or 
the term e <j mortgage* bonl* preferential shares etc 
All there are typical cares of investment but tl e Ia«t type m 
which the owners! ip and management are completely separat 
etl represents tl e full deTeloj ment of investment 

With the idven* of n odern capitalism the propertied 
clashes have been divided into two groups — the bus.ne«s men 
wl o e incon c is known as proft« and the investors whose m 
come w mteres f and rent This separation of functions has 
enabled the entrepreneurs to nndertake the risks and utilise 
their own wealth anl that of the community This system 
ha3 al«o cnable<l the profe» ions! and the propertied clashes 
to find an employment for tteir resources with little trouble 
and rt *pon ibility 

Tie system facilitated the growth cf wealth on an un 
precedented scale and brought the vaa production of goods 
made by machine within the means of ordinary people It 
was re*pon*"bIc for the charge an 1 transformation that toot 
place in the 19th century in all Furopean countries in the 
organization and size of industries The real can«o of all this 
progress lay in the separation and « penalization of functions 
brought about by t*c facilities of investment The savings 
■were seld m drawn on anl accumulating at compotiul 
interest made possible the material triumphs which we now nil 
take for granted The morals the politics the literature 
joined m a grand conspiracy for the promotion of saving Go*l 
and mammon were reconciled 


The system worVe l with facility and brought about the 
expansion of bc»ine»»es Rut the investing class depen led 
much upon the stabiiit) of money Tl e confidence m the 
gtablity anl safety of a monev contract became rooted in 
the Terr nature of tl e people Rut the value of money never 
remains stable for long In the past abo from the earliest- 
tunes owing to the f rant ml necessities of governments and the 
superior influence of t! e debtor class or bnreness men inflation 
has been reported to Tut the wav we use money m daily life 
makes ns i foreet the fact that its value can depreciate and we 
begin to look on monev as the absolute standard of value 


It u onlv natural for a man to regard as permanent what 

has been normal for about three generations The course of 
tVvn. 'i 011 ' , ' n, “ rv taronred ,neh ideas about tbo 

' “■ , TalT; ‘' oI mm V Up to Ut! tor aboot oto 
IS" r .™“. " re h rIr Tl* nianmooi 

Ooctoa ion in either direction was 30 points the inter munber 
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nev er riaing above 130 and never falling below 70 (1896) Gold 
standard had thus proved reliable in practice * It was not a 
surprise, therefore, that the investing class looked upon the 
stabihtv of the value of monej to remain permanent In the 
■oirlv part of the 19th century the investor had done verv well 
in time \u\ s (1) the capital value of his investment had 
appreciated because of a steady fall in the rate of interest, 
(2) the purchasing power of the annual money income was 
increasing and (3) the investment was a good one Custom 
and experience had acquired for such investments an umm 
peacTubli reputation for security 

These fortunes alreadj began to snffer some loss after 
1890 from a rise in prices and in the ri’es of interest Bnt after 
1914 their loss became considerable and thi monetary events 
after the War took from them about om half of their real valuo 
jn England, seven eighths in Prance eleven twelfths in Italy 
and virtually tin whole in Gemnnv \ustna Russia etc 
Between lS9o and 1014 the English m\ estor lost about a third 
in the capital value of Jus annuity and in the purchasing power 
of the income and between 1914 and 19*0 the loss was again 
of one third and two thirds in the capital value of the annuity 
aDdm the purchasing power of the income therebj respectively 
There were however two circumstances mitigating the 
loss During the War the savers sav.d much and invested 
same in government securities and with their larger holdings of 
the government securities had increased aggregate nionej 
claims on the Exchequer Secondly the investing class which 
lost money was overlapptd both socially and by family ties with 
the business cla«s which made Miflieient money up to 1922 
In short, it can bi said that inflation is injurious for people 
getting fixed incoims bv wav of interest and rent and there 
fore, discourages savings aKo inasmuch as savings come from 
tins class Inflation is injurious to creditors as a class for thev 
receive less in terms of commodities as the valuo of their 
rnonej income falls m terms of commodities 

2 The Biismcst Clais — V period of rising prices due 
to inflation of eurrenev stimulates enterprise and benefits busi 
ness mm It is advantageous to debtors ina«mncli as they 
xetnm much less in the form of commodities when they pay 
tlicir debts in a depnented currency Those who pay fixed 
sums of mono} yearly stand to gain because their fixed money 
payments will bear a much smaller proportion than formerly 
to their rnonej turnover when the currency has depreciated 
This is go even w ben the pnees settle down at the higher level 
In. Fuxope the farmers who had raised by mortgage the funds 
to purchase their Zands gamed much a t the expense of tic 
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creditors In the transitional period 'when the prices nse month 
by month, business men gam much because they buy before 
they sell and in the meantime the value of their articles 
appreciates much with every fall m the value of money . They 
can make great fortunes in a few months if the nse in prices 
is very rapid Further, business men being debtors inasmuch 
as they borrow money Btand to gain much, for they pay nega 
tive interest even though the rate of money interest is a posi- 
tive sum Suppose in a period of rising prices a business man 
borrows a sum of money which is worth 100 m terms of com- 
modities and agrees to repay it at the end of the year at 5 per 
cent per annum When he returns that sum of money tho 
value of money has fallen or which is the Bame thing a3 saying 
that prices have risen and, therefore, at the end of the ye3r 
it represents, let ns say, 90 m terms of commodities At the 
end of the year he returns at 5 per cent only 95} in terms of 
commodities The lender has got only 95 J oven though ho 
lent 100 in terms of commodities. The real rate of interest is, 
therefore, tninut 5| per cent though the money rate of interest 
js 5 per cent because for every 100 m commodities the borrower 
returns only 95J In the same way if at the end of the period 
the real worth in commodities of the sum of money becomes 
110 while it was 100 only in the beginning, the real rate of 
interest becomes 15} per cent 

Business men thus gam m a period of rising prices It 
is true that if the nse of prices is foreseen, the money rate of 
interest also moves upwards, but it can never be so high as to 
neutralize the gain to debtors In other words, the money 
rate of interest in a period of rapidly changing prices seldom 
adjusts it*clf in such a way as to prevent the’real rate from 
becoming abnormal In Germany in 1923 with tho final 
collapse of the currency the money nti of interest reached 
the Stupendous figure of 100 per cent per month, but the rate 
of currency depreciation was so great that the borrowers were 
still making money* Similarly, m a period of (ailing prices 
even one per cent bank rate is oppressive to business men 

In a pc nod of n&ing prices busmens is demoralized for that 
element of certainty and confidence which is the foundation 
of progress gets paralysed and among business men a spirit of 
getting neh quickly is fostered which encourages speculation 
of the worst type Further, enterprise is discredited because 
the high profits of business men are regarded as causes of 
ruing prices and they are looked with an air of suspicion 
reaping the gams for themselves If the fall in the value of 
money diseonrages investment, it aho discredits enterprise. 
But one advantage of ruing prices is that the cams to btist- 
ness men encourage sav ings from investors 

* See Keynes, A Tra * <m Monetary reforms, p 2t7. ” 
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3 The TT<t< 7 « Faming Clats — It 13 a common notion that 
during a period of rising prices wages lag much behind puces 
and labour class os a whole is hard pressed Hot Sir Keynes 
is of opinion that though tins may hare been true m the past 
and mar be true even now with regard to ill organized labour, 
important sections of labour m tho U S.A and h nghnd gained 
much m this period following the break up of tho War According 
to him, they could obtain monev wages equal in purchasing 
power to what thej had before, and besides, secured a real 
improvement in their situation in the form of reduction m hoars 
of work It was due to tho existence of organizations among 
labourers and also because employers or business men had 
been gaming notoriously rich and could afford to share the 
windfall gams with labour Public opinion in such times was 
with labour and the employers therefore shared with work 
men the good fortunes of the day 

In fine, inflation Is injurious to the investor, beneficial 
to business man and in modem industrial conditions prob 
ably it Is beneficial to labour as well Inasmuch as it is 
injurious to the investor, it discourages e wings and thus dts 
courages tho growth of t ipital also The distinction between 
capital and incomes is confused in such times and tho mereas 
ing monev value of capful obscures a reduction in tho real 
quantity of capital stock In su<h times a community fails 
to niaki good its current depreciation 

Inflation has opjo«it< tendencies It benefits tho 
Investing class at thoixpense of the business class and labourers 
also g» nirallj sufTir tho consequence s or ummployment ami 
low money wages although as consumers they stand to 
gam e have already sten that a change jn the measuring 
tod of a nine aflicts a redistribution ot nal wealth between tho 
three claises of society The busim ss men, the active mem 
bora of society, can minimise their loaves or increase their gams 
if tht v can foresee such changes in prices If they expect a 
fall, tint will reduce production and minimise their los«es 
though societv as a whole is impoverish? 1 bv such enforced 
idleness If they cxjcct a rise they will swell j reduction by 
increasing borrowing In other words the intensity of pro 
duction is largelv governed under tht existing conditions by 
the anticipations of real profits by tin entrv prt neurs Modern 
1 reduction owing to tin very technical ] recesses involves risks 
nnd these risks increase with the increased complication of 
the technical ptouswa of manufacture The extent of tho 
risk and tht length of time through which this risk must bo 
earned art much greater than they would be in a self contained 
society This Increased nsk is the pnee which societv ha* 
to pas for tho advantages ot a high degree of specialization 
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To provide facilities for the undertaking of tins risk is one of 
the greatest problems of modem economic life 

A considerable part of the risk is due to the fluctuations 
in the relative value of a commodity compared with that of 
commodities in general dnnng the period of the commence 
merit of production and the time of sale This nsk is Inde 
pendent of the vagaries of money But a portion of the risk 
is due direct)} to instability in money value The disadvan 
tages of a depreciating currency bavi already been consider 
ed There are great hardships owing to deflation also 
A general fear of falling prices decreases production Entre 
pr incurs in such circumstances are reluctant to undertake 
rt»ks Falling prices injure them because when they sell goods, 
prices become lower than when they make payments to various 
kinds of labour and purchase raw materials Thus the fear 
of falling prices causes them to cnrtail production hmee 19°1 
onwards up to the present dav prices have bun going down in 
all countries and business depression is growing Trade is 
falling and mills and factories are working at losses In 
India specially the present depression is largely due to 
deflation brought about by the maintenance of the 1# Of 
ratio 

Deflation bringing business depr«s»>on m its tram causes 
Unemployment c y>me mills wora part time and others stop 
norh entinlv and hence some labourers work nart time and 
others lme to go without work 


Creditors on the other hand gain because the value of 
money appreciates between the time of their making advances 
to debtors and the time when thev receive their monev back 
The purchasing power of their monev increases People 
\vith tiled incomes also benefit to the (stent of the increase 
in the valne of their money income Salaried men and wage 
earnirs stand to gain as consumers because of falling prices , 
but probably there is a net Jos? to them because of a fall in their 
tuonev earnings and because of an increase in unemployment 
We sec then that inflation and deflation have their charac 


tcrmic disadvantages The former is unfavourable to savers 
and the latter to producers an l labourers Deflation causes 
injustice to borrowers and inflation over stimulates produc 
tion On the whole deflation is much worse than inflation, 
because it is worse to j remote unemployment than to dis 
appoint the rentier But one evil u not to be preferred to 
another and both are to be shunned Currency disturbances, 
therefore, should be. carefully checked by deliberate decisions 
«n the part of the currency authority 


i 



CHVPTER \ 


Currency Reforms 

We hare seen in the List Chapter how important it is that 
the measuring ro<l of value shoul 1 he stable and that flnctna 
tiona in it should be reduced to the minimum We have also 
considered the effects of inflation ind deflation on the enrren 
cies of various countries In this Chapter we shill suggest 
some of the reforms that should he earned out in such coses 
It must, however be made cleir tbit remedies applied in one 
countrv may not be applicable to the condition* of other 
countries and, therefore, different policies necessitated by 
difference* in conditions shoal 1 be followed 

In most countries the instability in the value of money 
has been due to two causes the f ulure of the national curren 
Cies to remain Stabh in terms of the standard ol value or gold , 
and the failure of goll Itself to remain stabh m terms of pur 
chasm,* power borne people believe that the restoration of 
the gold standard or ensuring the convertibility of each national 
currencj at a fixed rati in tonus of gold 'rill achieve the object 
and that, therefon the main question is whether to restore 
the national currencies to their j re war level » t tin pre war 
gold value or to the pre«ent valui This is a caw of deflation 
versus d< v dilation The foil »vnng relevant questions are to 
Im tonulcrul whenever the cnrremv stability ls to be Uronghfc 
about after tin elTcct* or a catastrophe like the Great Mar 

(a) Devaluation errsua Deflation — bhoull we fix the 
standard of value at tin present value or the value existing 
at the time of curremv reforms — the standard may be gol t 
or not— or the standard of v den. shoul l be restore 1 to its 
former level or value T (Af ''haul I we aim at stability of 
prices or at stabilitv of exchange T ic whither our aim 
should be at stabilizing the. value of the currenev of a country 
in terms of internal purcl aving lower or in terms of the cur 
nncies of certain foreign countries f (r) Is a gold standard 
the bed available imthod in practice* Thewi were the ques 
tidns before the statesmen of the various countries of the world 
prior to the restoration of their cumnov systems 

(a) /Irniftoifeon versus Dtfidun — The pohev or stabi 
lizing the value of the currencj of a countrv somewl in, near 
its pn«ent valui without taking into consideration 1 U pre- 
war value is devaluation On the other lianel, ileflatton means 
a reduction in the quantitv of the currency of a countrv to 
appreciate. its value m terms of purchasing power In other 
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■words stabilization of the eorrencr at its former raJae means 
deflation and stabilizing its valne at the present depreciated 
Talue means devaluation tfp to 19°3 the policies of the 
various countries were not clear whether they were trying to 
stabilize their currencies at the pre war levels or at the post 
war levels Most countries wanted the prewar levels, but 
they failed in their attempts Later on, probably they rcnliz 
e I their mistakes and gave np their idea of stabilizing the 
currencies at tl e pre war levels 

The m un arguments against deflation are (1) It has very 
disadvantageous effects as it changes the existing standard 
of value and its effects on distribution of wealth are injurious 
bicau c it involves a transference of wealth from other mem 
bers of society to the investors It also means transference 
of wealth from borrowers » e traders manufacturer*, 
farmers etc to lenders (2) Its effects are very harmful to 
business and social stability The policy of raising the valne 
of money means a fall m the salue of goods or, in other words, 
a fall m prices which gives a great set back to busmeses It 
leads to a fall in the valne of good3 and stocks that are lying in 
the godowns of merchants Thev will therefore, like to dis 
pose of thur goods to prevent a further fall in their value and 
to save them from further losses Tins in itself aggravates 
the tendency of prices to fall Moreover when the value of 
money is expected to rise, tl c borrowers in repaying their debts 
will have to pay more in terms of commodities and this leads 
to an increase in their Labilities Therefore they like to curtail 
borrowing and as businesses are carried on with borrowed 
money, it curtails businesses al o (3) Another argnment 
is that deflation in sufficient degree to restore the currency 
to its former level is not possible specially when inflation con 
tmues for long as during the war time for the burden on the 
tax payer would be extraordinarily heavy To pursue tins 
policy in jractice is impossible yet manv countries by pro 
longing this process obstructed the course of currency reforms 
Thu3 restoration of currencies to pre war levels was 
neither possible nor desirable But then why was it that 
certain countries tried to folio w this policy m spite of its dis 
advantages t This brings ns to the main arguments in favour 
of deflation (1) To leave the currency at the existing level 
means an injustice to the creditor* and to those who get fixed 
money incomes It is, therefore, a breach of contracts and to 
restore its former value would be an act of honour It is 
claimed for deflation that the raising of the purchasing power 
of money is necessary m the interest of pre war holders of 
stocks and other fixed interest bearing securities It is true 
that inflation, has. doae xeal \ajwry to them and ideal mstmo 
would require the restoration of the purchasing power of gold 
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to its pn war lord IJut this class of interests cannot be 
treated scparatch There are* holders of war loan bonds 
whose contracts arc comparative Iv recent Deflation would 
not only restore the value of prewar bonds, but of post war 
bonds nDo anil thus the total claims of the bond holders would 
be ruse el bojond tbeir real claims Great injustice would bo 
caused to a pre at majont} of ele btors in orde r to eio justice to i 
mmontj of creditors Most of the tneincj contracts still out 
standing were online! Into when the real worth of money w is 
what it was at the time of cum lies reforms and not what it 
was in the prewar divs The grcit nn«s of such contracts 
being of wrv recent origin, all of them elo not re enure the simo 
treatment The pn warbmd holeh rs cemhl not be treatedsepa 
rntel} anet, then fern, deflation is unelisinible (J) Vnother 
argument for elefiatton is that the re s tor it ion of etirrenev to 
the pn war level wonll raise i countrj » financial prestige 
nndenatl confidence for tin future Tins irgium nl is valid onlj 
where- inflation or the fall m the value of mom v Ins notexiste 1 
for long Kiel, then fore, when the eurnmv e m be restored to 
ifs prewar level at an earlv elite Hut if inflation has oe>n 
tinned for a long time* so that the restoritirn cannot hi to tlm 
prewar level, there is no use te> ruse tin value only bj a 
little The nstoration, if it was to tike place, should havo 
been the exact prewar level The flnanci il prestige of a 
country cannot be enhanced l»j raising the value of its 
currency only to a pirtial extent Therefore in cases where* 
the ciirreiH} has suffered a severe and prol mgid depreciation 
the right poluv is dev duation at the existing value to which 
commerce and wn„i8 are aljusted (5) Deflation is said 
to be aelvantigeous because it re luces cost of living and 
benefits labour V rise in th value of money means that the 
same ejuantitj of if will procure more go i Is nnel therefore, 
labonr will save its me nej income lint fins us only a delusion 
beaau-o a fall in tho jriet of tommo litie s will ulso mean a fall 
in the jnce of labour and if mom} will purehlSO more goo is, 
it wall also purchase more labour Therefore tho monej 
income of labour will elecre ise (1) It is also pointed out that 
deflation will enable Imi»n goods to be pureliascd more 
cheap!} and that the burden of foreign indebtedness fixed in 
terms Of gold will be discharge l with less efforts Hut if 
imports fall in price so will e xports fall and on tlio w holes there 
may be no advantage Importers may gain but exporters 
will lose Vs foreign debts are paid for by exports, tho 
burden of such indebtedness will not elecreasi Devaluation 
is preferable to deflation specially when inflation Is long 
continued 

(6) Stability of Prim versus Stability of Fxchmge — 
The rate at which the currency of a country will exchange* 
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■with that of other countries depends upon the relation betw ecu 
the i nee level of that country and that of other conntncs 
It follows that it is \ eiy difficult for exchange to be stable 
unless both the internal pnee lei el and the external price level 
remain stable The exit rnal pnee lei el is out of control Then 
either a country must haie control over internal pnee level 
or allow its exchange to follow the external pnee level It is 
desirable an 1 expedient to keep internal price level stable 
Before the Great War whin everv cmhzcd country was wed led 
to the gold standard stability of exchange and not stability 
of pnees was the aim The main reason was that the pnee 
fluctuations were moderate though the fact that people dii not 
like to trust themselses to a less automatic but more reasoDeel 
poliev ef stabilizing internal pnee level was anothir cause for 
aiming at stability of exchange 

Whether stability of exchange or or prices shoal 1 be the 
aim will depend upon different circumstances in various conn 
tnes It will depend partly upon the relative importance 
of the forugn trade of every country But the achievement 
of stability of internal pnee lead seems more desirable 
Stability of exchange is eomenunt only to those engaged in 
foreign trade and contracts and business exj ectations depend 
mg upon exchange are far less than contracts which depend 
upon the course of internal pnees This is the ca«c even 
with a country bke England whose foreign trade is scry 
important 


The main argument in favonr of stability or exchange 
seems to be that it is easier to attain stabihtv of exchange for 
it requires that the same standard of value should be adopted 
° n ,hc 011 cr ,nnd pnee level 

k «B<ng index numbers and having faith in 
Stafni*? ilrSrf * 1 ,DdiX u ° mbtrs arL not very often reliable 
13 DOt dtsIrabIe IoT two reasons In the 
? n r^ e , r ( ? S ^ *° at,aI “ a < »t IS hought to be and 
In Tnd L tlfonii i ‘ i 811 °, xamlna "on than it is often given 
In India though by chance than bv .U liberate efforts internal 

adopt different stan lards of v^Jf Soil d i fferent C0 . u 1 nt 5' e , S 

afforded nnt nnlu « .,„,i , lce zJefore the war gold had 

a 8tabIe pnce IeTel “1 
would not haseSadwuateSr ilnf 3 even l 8 ° ,d staDdard 
the dj"eo\ ery stabilizing exchange Before 

falling owing to ironey bem« “‘T’ * llen P nce3 

busine ses at the then now. » lban tbe requirements of 
men pnees, the bimetallists liad idrocated the 
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adoption of double standard for the gold standard The fluctua 
tions in prices before the war were not as great as after the w ar 
and had they been so great it is doubtful whether they would 
have been proper!} dealt with bv the pre war system 

In pro war days internal prices were adjusted to the 
exchange with outside world only very slowlv T! e 
system m pre war days was too slow in its operation in adjust 
ing the internal prices to the external ones The fault of the 
post war regime under which the price level mainly depends 
npon internal currency and credit j obey and the rates of ex 
change have to adjust themselves to it is that it is too rapid 
and may act violent!} for only transitory causes But when 
fluctuations are sudden and large a quick reaction for main 
taming equilibrium is neecssarj and dc irable Therefore the 
pre war method is inapplicable to conditions after tho war 
According to the } re war method an adverse balance 
was redressed aery stowlj through bank rate If gold flowed 
out of the central reserves the bank rate was raised and credit 
was curtaihd Tins rc dined the currents and made the goods 
which were sensitive to the case of crulit very cheap Tho 
influence was grnduilh sjreal to thepmps of goods entering- 
into the international tra le until at the new level foreign goods 
in the home countrv became dearer and home goods abroad 
became cheaper This stimulated exports anil discouraged 
imports and thus the adverse balance was redressed 

This method takes a long time and gold reserves might bo 
depicted mncli before compensatory forces worked and in the 
meantime the rite of interest might imcattracted foreign capital 
or tncouraged investments xu foreign countries before tho 
internal prices were set right But the po-d war method is 
much more quick and proved fairlj successful immediately 
after the war With the pre war method the discount policy 
is all jiowerful for bringing about equilibrium between tho 
internal and the external price levels but with the post war 
method the bank rate is an instrument for influencing tho 
internal pnee and through this the exchange also Exchanges 
can rorac to equilibrium without its aid 

(e) Thr Gold Standard — l mler a gold standard, as 
already pomted out tlie standard money is of gold who«e face 
value is equal to its intrinsic value Only the standard money 
is made full legal tender but this does not mean that other 
media of exchange do not circulate Currency notes, token 
corns cheques etc may be and in fact are in circulation 
TWiat is necessary 13 that the convertibility of these other 
media of circulation should bo ensured m standard money 
The face value of token monev should be kept at a fixed gold 
value either by the direct convertibility of the tokens into gold 
or by convertibility into foreign credits which are maintained 



rt rrrscr t \ d commepce 


it a fired gold value Or it mar be that their supply may be 
eo limited that though inconvertible, yet they may circulate 
alongside goll com It has al«o a free mint and people can 
pr*««nt gold bullion to the mint and get it manufactured into 
coins The monetary unit « equated to a prescribed quantity 
<f tie cnmirodity With a good banking system tie banks 
supply to tleir customers the necessary gold for their daily 
requirement* 


TI is sytem was prevailing before tin. war m nearly all 
countries except India and Cl mu The monetary unit was 
uniform not only in time lot in sj ace also A trader eonll 
not oi ly exthun'c a credit for future credit in bis own country 
alont 1 it Le coul l do so for a credit anywhere m the worl 1 
ft means t! at stability of the standard was at a fair level Thu 


ev ti m workc 1 fairlv smoothly up to the War and prices re 
mained fairly stable equilibrium bung estahb«hcd after slight 
disturbances Rut it did not work well during the war anl 
belied tie implicit confihnce with which people had come to 
regard it TI e governments of Enroj e could not finance war 
by taxation or 1 y genuine loans TJ <v issued floo Is of incon 
v< rtinl pajier and gold w as gradually banished from circulation 
J-norm ns mocks of gold went to \menca w here also currency 
lniution became great and the purchasing power of gold 
ckclmed Tins fact disclose 1 a weakness in the gol 1 ftanlard 
stabll,t \ ,n the value of gold depends upon the fact 
at the accumulate I stocks of gol 1 arc* large in comparison 
witn its annual suj plv Rut tl is al*o means a large quantity 
I? lDS ’.I ‘ lrc,llatlon This large den and for currency 
nail on »,, e *7* dmwal of a large quantity of gold from other 
mom 1. .iiln ls to keep the value of gold np Hoods of paper 
in ri.j,,. t D ollout of circulation and tbcsnpr lies Icinggreat 
absorli^i oa°«n t0 US for ,n lustnal pnrj>o«es have to be 

S e nr^, DCV e *1 ** ^ in circulation 

.. very ,aI1 mn< -h «f tl e area of its circulation 

the onlv w, *h a few minor countries being 

a STM Ml m ,? e „ ■» circulation experienced 

of great unnortanpe B ( tal ,lim ’ 11 * standard of value became 
the M 0 ™n|,e 7„ta“ nS 1D ' 1 »" ™ *« deciling 

should be comideltd Vitlv tO , '“ nJ “ nI *«® <l"“ , “ n " 
venues in terms of ..ni * , 1 'he depreciation of the cor 
Itself The real issue ./Vi. J' 1 . a fall in the value ol gold 
ed trhich i h standard should be regurr 

mil remain t ,c ,am° , JS "“*■ “ a 'Pace . r , its value 
The Ernst one^fS,' ** ?5.!.? n ‘ ' >">« " d over a wade area 
considered Peonle , c * riut devaluation — ha3 already been 
standard was desirahleaT.*! 0 ,!!!® T? etl er a return to the gold 
nHe ana PM'hle or not Ut er the v.si all 
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the important countries which hid their currencies on a gold 
basis be fore tin war adopted the gold standard rngland adopt 
<d it in lli - * follow i cl hr other cnnntnes '•ow Fngland h33 
temporarily suspended tht gold standard in order to preserve 
her gol i n serves according to the announcement of 22nd 
September 1911, and other countries hast followed 

Mr Keynes in 1921 did not think it desirable to restore the 
gold standard , lieeanse he thought that those conditions winch 
■were responsible for its goo! working in the past did not exist 
in 1921 Others of the school of thought of Mr I law t rev 
believed in the efTicaev of tht gold stindarl and preferred it 
to a managed cum lira Ia>t us recapitulate the arguments 
employed by Mr Korns to linear 1 the gold standard 

(1) In the pro war da\s the gold stindard proud effective 
because the progress in the discern r\ of gol 1 mines roughly kept 
pace with the progress in businesses trade commerce and 
industry This stag! is now j ist un 1 in future gold may 
either he too dear or too cheap 'wnc* the hjsi of about 2o 
vears no dtscoaerv has so fir been ini h of ana important gold 
deposits What has been in the past mis not bo hkela to 
take jrtae* in the future 

(21 fn prewar turns the value of gull depen lei upon 
its demand for a vaneta of uses and a sufllci nt portion coull 
find its avaa into the ho iris of \sis without anr tloodmg of 
the markit This madt the aalue of told independent 
of the policy or decision of a few countries lint the 
war produced a great change in t1u> direction Gold itself 
became a managed currency and the 1 n \ could maintain its 
value with great difficult) by artificial means hr following 
a cost!) police or burring in its a mlts tin redundant supply 
of gold If the gold stand lrd woult be adopted, Mr Keynes 
thought th~t its value was likely to depen 1 upon the policy of 
three or four most powerful ecntral banks acting m union or 
indepenelintly because the nece-san gold r» serves of tlio banks 
of the gol 1 standard countries were hkela to be. initch less than 
the available supplies of gold Mr Kernes prediction in tlus 
respect seems to have come out literally true inel most of the 
jioldsupil) of the world is with the I s \ and lYaucc and they 
do not want to part with their supplies The future of 
the gold standard entirely elejends upon the decision of the 
central hanking institutions of these countries 

(1) Mr Keynes also bcheaed that the \ b \ might 
demonetise gold to prevent a fall in its v due anel that the then 
policy of accepting unlimited amounts of gold was ontv a 
temporary measure The U fa V also ha3 given up the gold 
standard now 

\s the gold standard in the future was bkely to depend on 
tlio judgment of the statesmen and finance members of a few 
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countries Mr Keyne * objected toil* adoj tlon in practice He 
di 1 m t tl ink that anv cseni** from a managed onmncr touhl 
Ik pt «i! le an 1 thtnfort be discarded tin gol 1 Plan lard In 
troth t!o gfll standard u only a barb irons r«hc an I, 
therefore bt did not dftm it# adoption It it true that tl e 
n am object it tli preservation of tt r Mobility of businci<3 
prices and emjlojment anl fir tin* n-aaon the stability of 
tip valu* it m nev u escwdingls n«w“'arv \s 3!r Koyn"* 
thou„l t tljt it *1# not pos-ubh to iuIikic tlo*e object# ty 
restoring tl< gold currency, be dil not favour its adoption 
Mr Hautrcy rn tl e otl er hand, favoured the restoration, 
rf gf 1 1 r<t is k natural or automatic cum net, but a managed 
n ir that tip al sorption of poll for Him nev purj>o*ex 
*1 ( till 1 o kej t in control an 1 the d< mam! for gold should be 
ngulated to that the xalue of the current y unit urn not vary 
much This wool I rt quirt the conjuration of important 
banks in various countries He re partied international co 
operation not an in#y matter but as Fngland and the L.F l 
in Ins opinion seen tie most important mono n arkets, the* 
srstem coul 1 work with tl ttr co-operation winch lie rejrarded 
as j osjible lie favound its restoration owing to three 
re3 ons (l) flat poll woull be necessary for making Inter 
national payments (2) that an experiment could be made 
without deviating from the old policy, an 1 (3) that the vP-steii 
interests of gold producers justified a return to gold Hnt for 
Mr Keynes gold Io«t its stability and lie discarded it, because 
I feel no confidence that an old fashion ed gold standard will 
ever give us the modicum e f stabiht j that it gave I reject tl o 
policy of restoring the gold standard on its pre-war lines * 


Kernes, A Traei 
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The Gold Standard 

At tin pmrgt time the "did stan Iinl has Ct a*cd to func 
t>on over the pnater part of the globe The Argentine and 
l ritpuav suspended gold immintt in December lOi't and 
allow id their exchanges to deprcciitt Canada introduced 
temporary restrictions at the »nd of t'ijn and the exchange* 
of Brazil, Chile, kenezmh Piragim lint, \ustraha and 

7* aland fell tn IQlMand r» maim d l* low pnl 1 export point 
The Lnitod Kingdom abitidoncd tin poll standard in bep 
timber 1*MI Before tin enl of Octob r l'Hl all the British 
Dominion* excepting Smth \friea tin n *t of the Britidi 
empire, tlif thrrt bcamlinawan comiin * Portugal I'erpt, 
Dolma and Finland had all d pirtid from pold Japan 
followed In De<«nibtr Dtl t«naa« in V pr»l I'tfJ Sam and 
I’cru ut May I'U.. Smith \fr» i in l> umlir I'M. 1 and the 
I S V inApnlinjt In tin sutnnn r un (autumn of l*n| marlv^ 
all th< count no* of Central an I I i*»* rn I urope had j laced 
restriction* on dialing* in forti„n exdian^i ami in othireou 
tinent* n Uo fh< •arm can m hi* Ik n p urnit l hi a autnlue at 
countrie* Tin I oval Commission on Indiin Ciimnij nml, 
1 xihangc in DUr «rot« — 

'\o do not m 1 <h <! regard tin j»ov«il>»|it \ of Stirling again 
becoming divorced from pold a* of mm h pnetu il lih« lihood it 
isutdikilj to InpjM n ixc«pt in a wc rid wide * it istwj lit that 
■ttonlil np«et almost all mrnniv svstim* (Cape 11 ) Tho 
* worldwide eitas'ruphe rami within l<*s thin five >eir3 of 
the writing of the al»or< worl* b> Ih C ommmwn By l'l.T, 
ntarlj alliouotric* ha 1 rtalopt d tin. poll atan 1ml and it} 
worked well up to Il_J » 

Before discussing tin cause* of tli f ill of the pold standar 1 
its mechanism and working and tin « lianas introduced tn it 
m n cent times tmj In. txiluncd Tin pold stand ird i* not 
i rigid and fixed mechanism hut a s\ *tc m of mom tan and 
credit police which devclojid gridtilllv Hi the light of iXpo 
rienu and adapted itnlf to chingum uonnmic circumstance* 
To understand its working in rite nt vcir« the major changes 
introduced since its adoption m tic second half of the l'Uh 
ccnttirj maj he pictn It should he noted that never in its 
history ha* the gold standard In in simultaneously apphid 
in txnetlv the same manner in all countries which adhered 
to it Acn different credit policies hare been pursued by 
■various countrie* from time to time The account pin n below 
i* rather in slwtrirt description at h ithng tendencies than 
an exact reflection of the complex and intricate evolution of 
events 
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The normal features of the gold standard m i*s simplest 
forma will be as follows (1) the Government gliouM * lcce P* 
go! 1 without limit at a lived ratio for minting it into coin , (-) 
then should b< free circnlation of gold coin as foil legal tender, 
and PI) there gl onld be no restrictions on the import and export 
of gol 1 If gold w ere the only medium of exchange* it would 
ha\c a direct effect upon prices bv its movement fr° m place 
to plact \n illustration will make it clear If the exports or 
a country exceeded her imports, the favourable balance or 
tridi would be liquidated in goll which would go into eircula 
tion Incomea and prices would rise With a rise m incomes, 
the d« mand for foreign goods where no riic m pnees took place 
would increw and this should be strengthened by nsmg in 
comes m the country importing gold Its exports would fall 
because of a ni c in the pnees of its goods Hence reverse 
forces woull be set in motion leading to the export of gold 
sooner or later Iu the other count rv from which gold has 
been imported money incomes and pnees would l ,ave ^ a 
reduced, exports stimulated and imports discouraged The 
influence of told movements would thus be automatic ana 

rcopr ical 

I vtn m the 19th century the gold standard ns described 
above was not prevalent •’ome system of banking was already 
m operation and some form of medium of exchange other than 
com was in u«e But it must be noticed that th< se Hungs ma J' 
onlv modify the sequence of events , they ilo not fundamentally 
alter the forces at work 

In almost all gold standard countries before the war, pav 
mints were made through coins notes and cheques whose 
proi>ortion varied from country to country The amount ot 
notes issued was restricted by law and a relationship was 
■also established between the volume of Sight deposits and 
that of other media of exchange by the cash ratios generally 
maintained bv coramrrcul banks lMun gold was imported! 
a part of it went into circulation directly, part into the reserved 
ot commercial banks anl part into the reserves of centralj 
banks The ( ffeet of gold imported, therefore, depended upon* 
the manner in which it went into the,e various uses If thej 
whole of it went into circulation thi addition to circulation 
woull lie equal to the amount of gold hut if it went *nto the 
reserves ot banks also, the addition cau-td to circulation was 
much gwatcr Lnder such circumstances the effect ot gold 
moviments upon the total media of exchange or the effect of 
that total upon pnees cannot be sai 1 to l>c automatic or in f 
evitable Banking policy may have a direct influence upon] 
the media of exchange and an indirect influence upon pnees ! 
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Before the Avar the instrument of control used by central 
banks was their discount or bank rate variations in which had 
an influence upon the go! 1 movements and upon the domestic 
credit structure The bank rate vned inversely with the gold 
reserves of central banks, but even this tendencj towards 
automatic alterations m the bank rate was neither absolute 
nor universal Free export of cold w as not alwas s resorted to 
Silver or other means conld be offered in exchange for notes 
in place of gold and thus influence o\ or gold movements could 
be exercised Others kept ver\ hu«*c reserves which tlic\ 
conld use before altering tlieir bank rate But the general 
result of the system as actnallv applied was to allow gold by 
its direct and indirect influence through the bink rate to main 
tarn international equilibrium 

Fven in its simplest form the gold standard wa-> an integral 
part of the whole economic organization and not =elf contain 
ed or self acting The u e of bank notes an 1 other forms of] 
paper money was well developed before thi adoption of tlie\ 
gold standard as the principal mechanism of international 
payments and \alnation Monetary mechatu m and non 
monetary factors such ns the \olume and nature of proluction 
and the balance of commodity trade have ilways been recog 
nized as interdependent 

Towards the end of the mnettenth cintury and m the 
beginning of the twentieth centurj tin mechanism of the gold 
standard was that the aggregate moans of payment consisted 
of gold coins, bank notes and sight deposits to winch \anou» 
forms of subsidiary coins were aUo added from free circuit 
tion gold moved into and out of bank reserves and the latter 
also included silver and foreign exchange in sonic countries 
Bfcest Chances in the Gold bTANDiro 
T3 e more im\ ortaut changes introduced into the system 
before its recent breakdown were — 

(fl) In many countries gold coins ceased to circulate in 
practice and gold was con cen trated in central banks Tins 
introduced econoni^ ingold use but Increased at the same time 
the potential influences of gold movements Gold could exert 
cise a maximum influence oxer currency a* it served the foandan 
tion of the credit structure and the powir of central banka to j 
influence the situation was increased 

(b) Tht. central banks could not be compelled to convert 

notes into gold com The\ could gne gold bullion or foreign 
exchanges at their ottion in exchange for notes ^ 

(c) Banks empowered to convert their sight claims on' 
gold wen. allowed bv the banking l3ws to keep the whole ori 
pari of their reserves in the form of such claims This rotasurt 
nlso afforded an economj in the use of gold at least to the 
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country holding such assets But the country on -which such 
gold exchange constituted a claim might he compelled to keep 
large {.old reserves to meet these claims 

(«f) Banka enjoying this alternative generallv held in 
their reserves gold exchange on certain international mone 
tarv centres principally hew \ork and London 

fe) Id such casts the new legislation expressed the total 
reserves as a definite percentage of total outstanding notes 
and sight defoaits of central banks and though not new the 
percentage rtserve system came to be more generallv adopt 
e<l in recent rears than before the war 

(/) The ratio of legal minimum was increased and central 
banks kept higher reserves than required by law in order to 
rout some drain The demand for gold for central banking 
V ervts was thus increased eon3iderablj in new of this type 
of central banking legislation On the other Land, the keeping 
of foreign exchange in legal reserves economised the use of 
gohl This alienated th*- strain on the golf resources of the 
world but the need for a large safetv margin in gold was not 
reduced 

Post war changes in part tended to economise the n«e of 
gold and in fart to increase the demand for it The) required 
» nort deliberate control on the part of central banks whose 
task thus became verv difficult and delicate In certain coun 
tries dunn„ the last few yean the power of commercial banks 
and other financial institutions increased much which made the 
control by central banks moa difficult ^rorcover, the qnan 
titv of liquid capital In?, in recent yrars been abnormally 
large because of a feeling of uncertainty which had added to 
tl c difficulties of central banks 

T1 e successful operation or any banking system, central 
•or commercial, depends upon the acceptance of certain common 
principles and conventions bv its members If an important 
commercial bank decides to modify its cash reserve ratio 
suddenls, it can force inflation or deflation upon the whole 
•syattm in proportion to the extent of the change and its 
importance m the system In central banking the banks of 
landing countries exercise the grea est influence as they can 
influence the movements of gold and the rates of interest in 
foreign centres also This power has been with the ILS-A 
and i ranee in recent years 
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P ie , antral banking institutions have operated the gold* 
■standard on widely different principles Central banking 
pohes since the war can be divided into two penoils In the 
V,ore I9 -*b tht* Lmted States was the only 
important comm-Teial eonntry on the gold standard and 
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received large quantities of gol l width led to over expansion 
of enmnev \fter 39° i many countries n turned to the gold 
stand ird and co operation became possible among central banks 
In 102**, however, difficulties arose anl national and inter 
national factors in monetarv pollen s could not be reconciled 
Great Britain was constant!} on the oemomic deftnsire font 
had returned to the gold standard under conditions w Inch neeessi 
tated a fall in domestic prices and some t rices pros ed too rigi 1 
Hence her export trade fill off and unnnploynunt mmasel 
and 03 Great Britain lent frcch abroad there was a danger of 
a drain of gold In tht US l ch< ap money policy was initiated 
in 1927 w liloli Kd to credit expansion owjn„ to which n. lu 
count rates had to be raised later m In Tr-inci a different 
policy was followed Until the stalnlmtion of the frane the 
surplus balance of payments not import d but accumulit 
ed abroad When the franc w is stabilize l gold imj ort" to »k 
place which were heavy in 1*> to and l^il The Bink of 
Trance prevented the influx of gold In nitre 1 mg investments 
m foreign countries It nduced discount rat s aud favoure l 
short term foreign investments to aehi vt this object 

These measures did not have full effects b cause of a bieak 
in confidence France 011 tlu other hind became a refuge 
for foreign capital which brought large goll reserves into 
the country in 1930 31 

Tlio above discus ion proves (1) that no international 
monetary standard can successfully work if it vines wadelv 
from country to countrv, an l (2) that whenever the general 
price level in a countrv important to the whole svstem is not 
on a par with world values or becomes msen ltive to monetarv 
influence, a great strain is placed on the international monetary 
standard w hich it may not be able to bear 

\s already pointed out the mechanism and working of 
tbo gold standard had become very complex during the years 
immediately preceding its collapse and called for the utmo t 
cooperation on the. \art of central banks The postwar, 
condition", economic, financial, monetarv and political, m n uei 
tins co operation practically impossible and a very severe strain / 
l laced upon the monetarv stanelard which it could not} 
hear and collapsed 

Many of these difficulties were the economic consequences 
of the great war and of the post war period There was a gTeat 
maladjustment in the economic system because of the war 
conditions The inflation of the war time was followed by 
deflation w] nh failtd to bring about a new stable equilibrium 
Moreover after the inflationary experiences of the war periol 
there was a fueling of great ansietv which was responsit le lor 
the failure of confidence which was too great a strain uj on tue 
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po»t war credit svstcm He tv storatlon of currencies in or 
aVu* !*»_> cliil not lnn*» about a « adjustment of economic 
conditions and tins f ict j ut a verv gnat 6tmn oj>on the rriilit 
*v ‘ten 
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The men a < in internation il in*ebt<dne«a was a Icgacj 
of tl e war ft increased viry much in a jw nod of falling prices 
ml w„s i m <f the fort most <an«es of tlit j»ost war economic 
in«ialili»v Tin great increase of int* rnational indebtedness 
rrc« Mt itnl th tnm«f n rice cf wealth from one country to 
anotl r i n a sm lar„e scab and caused distort in„ gol l move 

m Rt« 

•>1 rrt term debts took the place of Ions term Investments 
in tti |x«t war prnil !>ccaj«e of geograpl tral changes in the 
li tnl uti n o' industries and lack of confidence In Ion? term 
ms *•? joints Hence fund* mov» 1 from lountrv to rountrv 
rapillv Th* insist ilitv of a nnmbcr of cumncirs which was 
a direit r* «iil <f tie war {rare n«« to wile speculative move- 
ment* <f slorlterm capital "Violent jnre changes dirfonrag 
ed dirnt investments in productive intcrpri*is o' debtor 
c<un tries *** irtterm loans were tic n*ults whose burileu 
in rca« d in a p* ri «1 of falling prici s 

Th« flow of capital for foreign invutmtnts letame irore 
irregular tl in it was before the war \ lohnt price cl anges 
have dice ir»„ed direst lending in prolactin cnterpN>ea of 
thi del tor count ru_s llorefon, tic mw loans took, tl * form of 
short term investment? The etc it amount of outstanding 
short t< nn credits while stimulating economic dcvilopriunt m 
tie borrowing count nvs has be*n nspomMMc for a lack of 
stability which las Ikcu ftlt at c-itieal moinnts I orcign 
investments by tie Initial Mate* became an imfortant factor 
in international financing, 1 ut tliv proved irregular in volume 
as they were influenced bv variation! in domestic business 
conditions t’ tre Nfter tie Dawes settlement in 1921 eonsi 
<1< rahle sums were lent to Furopean countries but after the 
investment boom of UPH m the U-S \ these loans were verv 
math reduced as will be seen by the following table — 

L S A Capital issues for the aeciunt of — 


1927 First half 
Setond half 
192* First half 
Swnd half 
hirst half 
Second half 


r urojw'An 
< oitntneK 




Othe- fo-clgn 
{ < uotnes 


<3/ Hen* <f Doll m) 

211 1 *4 283 

333 7S 244 

419 315 277 

US 70 191 

10L 1C7 204 

59 121 135 


19*9 
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It will be seen that after the middle of 192 S loans fell very 
much and this irregularity m international capital movements 
had very disturbing effects on the settlement of international 
balances 

Over Investment and Ovlr PnoDtcrxov 

Profound changes m the structure ami localization of 
primary and manufacturing industries in the post war period 
also caused disturbances For instance the raw produce from 
far distant countries competed with the European produce 
and the newly established cotton industry of the Far Tast 
had to face the competition of industrialized Europe 
Further, industrial organization became more elaborate and 
rigid and the success of a few industries tempted manv to make 
investments in them The result w as os er investment and 
over production Thus on the one hand production increased 
but demand was transferred to less essential commodities ami 
services and thus became very fitful \s the find report of 
the Gold Delegation of the Financial Committee of the I cigui 
of Nations says “ The curtellisafion of industry and various 
forms of price control, pools and control boards of primary 
products, valorisation schemes and their like have all tended 
to render the economic system unduU rigid Me might 
follow the chain of causation winch led bj was of budgetary 
troubles and high taxation and ol higher wages and costs of 
production in a period of falling prices and capricious demand 
to the squeezing down of business protits to tin point where 
investment fell off and depression ensued (Page 2t> of the 
Deport } 

lender such circumstances the strain upon the gold stan 
dard was unbearable The second period of post war mila 
tion ended in a boom, specially in the 1 s \ Towards the 
end of that boom in 1929, long term maestments particularly 
m the raw material producing countries fell considerably 
borrowers experienced great difficulty in replying the loans 
and mobilized active export surplus to meet tlmr debts The 
supply of raw materials increased, stocks accumulated and 
prices fell The speculative boom collapsed followt d by credit 
stringency wluch demoralized the world markets and eomph ti ly 
embarrassed the borrowing countries Hence raw material 
producing countries went oil the gold standard as shown above 

The minority of the Gold Delegation do not believe that 
the economic malady nstment created by the war was reipon 
sible mainly for the fall in prices ami the consequent break- 
down of the international gold standard Their contention 
is that the restoration of the gold standard in 192o and its 
successful working np to 1910 *• over so wide aa area must in 
entably have tended to reduce, and not to accentuate, such 
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disequilibn i as remained to bo adjusted For it is m the very 
nature of the* gold standard to compel tlie coant rtes adhering 
to >t to adjust tbeir price structure to that of other gold 
standard countries and so maintain economic eqnilibrmm 
That progress could not have been achieved if there had been 
accumulating in an intensified form all maladjustments which 
finally can cd the rapid me in the value of gold at the end of 
that period (Pages Cl and 6 2 of the Peport quoted above ) 

The dominant cause according to them 13 the waldistn 
bution of the monetary gold reserves which begin in the early 
part * f 19^9 The} point ort that the world 8 total monetary 
gold sto<hs between 1029 and Tune 1931 increased bv 8 per 
etnt while the holdings of France and the US \ increased by 
*t percent and 1 91 per cent ropectnely and the stocks of the 
rest of the world decreased by 23 per eent This stock, if pro 
perh distributed should have been sufficient to support » 
volume of credit adequate to maintain the existing level of 
prices It was not so and the countries concerned found it 
impossible to maintain the level of prices prevailing at the end 
of 1923 To defend their gold resources the central banks 
apphel the normal measure of deflition Even tins faded 
to re attract gold to their reserves and gold still flowed into 
France and the Cb \ m an unabated manner The result 
was pressure upon commodity prices in the gold nsing countries 
This increased competition in world markets and eonsequmt 
ly there was a world wide fall m pnees Hence mo3t of the 
gold using countries had to abandon the gold standard 

IVance and the L S V both had favourable balances of trade 
which up to 1923 had been adjusted by capital exports from, 
them which ceased during and since that year They placed 
obstacles m the way of the inflow of commodities with the 
result that gold only could be sent to them to liquidate m 
debtednes3 

In the second period, » e , from January 1, 1029, to June 
30, 1931, the whole of reparations and war debts were received 
bv them in gold and also the balances which they had accomu 
lated abroad in the earlier period were converted into gold 
and withdrawn It may be said with trath that reparation, 
and war debt pavments collected from January 19 ’o till 1931 
(amounting to about 2 2G2 million dollars) have, os cr the whole: 
period, been received m gold, with the exception of about 742 
million dollars, since the increase in the total gold stocks of 
these two countries derived from foreign Bnpplies of gold during- 
the period amounted to somewhat more than 1,500 million 
dollars Had these two countries not received reparation 
and war debt payments, thev would obviously not have been, 
in a position to draw these sums of gold to themselves (Page 
CC, 3 eport of the Gold Delegation ) Up to 1929 the strain. 
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<M not prove intolerable because Germany paid reparations by 
arranging loans with the U S 1 which were not available after 
wards partly because of the development of a stock exchange 
boom m the United States and partly because Germany had 
practically exhausted her borrowing power These payments 
were not received m goods and services and hcav\ import 
duties impeded the entry of German goods into the U S A Hence 
the breal down of the gold standard should be rigarded as the 
combined result of the obligations to pay war debts and repara 
tions and the unwillingness of the ri reiving countries to receive 
them in goods and services 'Tins accumulation of gold was 
buried m the vaults of tie Central Banks of the USA and 
France and did not, therefore bring about an increase in the 
Supply of means of payment and a rise in internal 1 rices which 
should have been the automatic i ITeet of the inflow of gold 
and this effect in itself w oul 1 have aciorling to the classical 
theory, checked further inflow of gold and brought about the 
reverse movement 

In fine, the fall in prices ha" l ten the fun lamental cause 
of the present depression and tins was the result of the obliga 
tions to pay reparations and war debts winch were unaccept 
able to the receiving countries in goo Is and the payment had 
to be made in gold Hence the fall of the go d standard 
NrCESSlTY Or STVHILI71TI0V 

The fall in prices has reacted unfavourably on the dis 
tnbution of income and has affected proluctioa also From 
the international point of view the most serious aspect of tl e 
•situation is that the real burden of financial obligations which 
were incurred id a j onod of higher prices has me reused Public 
finances have been disorganised unemployment has increase 1 
-and proluction has been curtailed 

A rise in price level is, therefore v ery necessary to decrease 
the real burden of debt and other fixed money charges The 
•question is Will monetary policy alone realjust the price 
4 which is influenced by mauy factors of a non monetary 
character 1 The majority of tho Gold Delegation write that 
monetary policv expressed through the volume of credit may 
play a large part in determining the level of prices an 1 that 
therefore, excessive contraction should be cheeked by central 
banks and a freer use of credit should be encouraged i.c onomic 
maladjustments should be corrected though credit slioul 1 not 
be expanded j rematurely They regard a relativ e and not an 
absolute stability of wholesale commodity prices as the mipor 
tant objective of monetary policy 

The prune objective of a monetary policy should, however, 
be stability in the general level of wrl olesale commodity prices 
-The impedimenta to international trade produced by the 
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abandonment of the gold standard in the majority of countries 
subject the % alue of gold to the possibility of eren wider flue 
tnations in its purchasing power The international economic 
system and the international monetary system are inter 
dependent The absence of either will curtail production and 
trade and, therefore the stability of tbe monetary and 
economic systems of the world should he restored at the 
earliest possible time This necessitates international agreement 
and from this point of new the gold standard is the most 
sol tat !e 

Fssevtiai. Cotditiows 

But if the gold standard is to be restored some essential 
conditions have to be satisfied They are — 

(а) There should be some reasonable settlement of war 
debts and reparations at an early date 

(б) Restraints on international trade should be removed 
as far as possible so that foreign debts can be paid in goods 
and services 

(c) There most he an assurance that gold will be allowed 
to move freely and will not be accumulated undoly in any one 
country without being allowed to exercise its normal influence 
in racing the pnee level 

(d) The world must come to some agreement with regard 
to gold economy AU monetary demands for gold should bo 
deliberately restricted to prevent a great nse in the value of 
gold 

V non fulfilment of these conditions will not secure an 
effective international gold standard and it will not thus bo 
able to provide tbe necessary security for international trade 
If the countries which are still on a gold standard conld bring 
about a n«e in prices the task for paper standard countries 
wdl be facilitated and they will be able to return to tbe gold 
standard This step should not be taken without sufficient 
safeguards for a rational treatment of the gold standard in 
future in every country 

The monetary gold stocks of the world, according to one Of 
the interim reports of the Gold Delegation, amount to about 
12 mill aril dollars and of this awn about 8 milliards represent 
the legal minimum reserves and thns 1 milliards alone are at 
tbe freo disposal of the Cenrral Banks The legal minimum 
n serves are immobilized a nd lie useless To increase tho 
active gold reserves of the world all legal stipulations with 
regard to nunimnni gold reserves of the Central Banks should 
he abolished 

. regulations of percentage reserves should be 

abolished and each central bank should be free to see what 
amount of gold it thinks appropriate to meet tbe demands 
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which are liholr to amp '* If nil nation*, it nn> nto the leit 
tag nations, could agree at onci to tike tlw stop, the active 
gold restnes of the world would Inu boon tr» hied and would, 
then fore, he ampfy sufllcient to support prucs it the suggested 
level ” 

" If In this w a} theneussirj fnedoinof tnovement is Riven 
to the Cintra! Hanks, it ought no longi r to !r Ixvond tin if 
powir to accomplish a more remmilh distribution of tho 
worlds inonitarj gold supplus provided *>f eoursi, tint the 
present political titjs»s of nuHiMnbuuon in n moved Thus 
the vwi) would Ik* pived for tin nstontion of m intcrnationil 
gold Btindanl " (Pages 71, 7 - <>f tin hi port ) 

The Gold Delegation is death of the opinion tint at tho 
prt sent stage of world econniim dtidoj itunt tin goi 1 Stan 
dint remains the best arUIabh nomtan imdianum Vll 
possihh steps should, tlx refore t>* tihm for in «arh niton 
tion of the gold standard The World 1 < oiiomii fonfirmu 
of June 1C33 failed to solve tins thornv qiunion 
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Substitutes for the Gold Standard 

ST inn ITT of pncfs, employment and production is the 
aim of even" room tary scheme Col 1 standard had^ l>een 
adopted by the I uropeau countries and the l, S \ by J870 and. 
it served the purj oacuji to the outbreak of the war in 1911 But 
it cannot be maintained that its value in terms of commodities, 
remained nnchangul iTicea had fluctuated even during the 
19th century though these fluctuations were by no means 
violent as to arrest the attention of the banks and other autho- 
rity s m eontrol of the currency systems on a aery large scale 
Between 1^*0 and 1R9 j gol 1 appreciated in terms of commoli 
tics became with the adoption of the gold standard its demand 
increased very much without any corresponding increase in 
its snpplv from fresh mines This led to a great fall in prices 
as a result of which many monetary conferences were held to 
examine the conditions and to suggist ri midi's The advo 
cacy cf bimetallism was never more vigorous than during this 
pc nod \f ter 1 “*90 fresh supplies of gol 1 c aine from new mines 

and one of the arguments of the bimetallists was rendered 
innocuous by an inerea«e in the quantity of gold monev I rom 
1890 onwards till the beginning of the war prices ro3ebr about 
one third 

Thus even before tl e war the gold stan lard had been found, 
wanting in maintaining the stability of prices Then came 
the war bringing m its train inflation and other ovil3 Prices 
ro=e because of the issue of floods of intone ertlblc paper money 
which took the place of the gold standard Som** economists 
aban loncd hopes m the gold Standard for ensuring stability 
of prices and favoured its rejection as a monetary standard for 
the future \ ariou3 schemes were put forward and tried , but 
were found wanting in achieving this main eibjcct The 
experience of war time and post wut enrrenev legislation m 
every country taught this lesson that only a currency base l 
on gold could secure Stability of prices and no other system 
could do so 

These variations in the value of money have led some 
economists to look for a standard which will work m a better 
way between the relations of debtors and creditors and one 
winch will vary with variations m economic conditions One 
Bach standard is known as The Tabular fi'anilnrd It aims at 
ensuring equitv between debtors and creditors A contract 
implies a debt, and in businesses there are relationships of 
giving and receiving money The disturbances m the value 
of money implv injustice between debtors and creditors A 
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tabular standard replaces the gold standard by a nnmber of 
representative commodities the value of winch would be less 
likelj to fluctuate than the value of one single commodity like 
gold To secure internal pnee steadiness some inconvertible 
currency woull circulate wloso valm would bi stabilized m 
terms of them and their circulation wool 1 be expanded or con 
tract ed according to busmens needs by regulatin'* credit Tins 
task is to be entrusted to a permanent commission appointed 
Thy the government Through thise prices the stamlarl is 
to be maintained \t a future time tin sami quantity an 1 
quality of goods is to be gmn to the creditor which has been 
borrowed at the present tune I or m t anci - min in 1910 
jurclijyscs a certain quantity of articl s tor I s 100 and lias to 
Tepay the debt in 102»> It is to I < fonn 1 i ut bv index num 
tiers what amount of money purchases tl i slim goo 1 m 19 7 a 
■winch were purchased with Its 100 in 1910 That amount of 
money will be paid by the borrower to the l<u b r m 1° > The 
advantage claimed for this standard is that it \ ill s cure equity 
"between debtors and crclitors 


knottier advantage claimed for it istlat it will lessen 
the hardship and intensity of crisis Wlinjric fill jrodnc 
tion decreases and ummploj niont pro ails Debtors lose 
verj much, for they have to return a greitir quantity of real 
"calth consisting of commodities \ccordm to the Tabular 
Stan lard, debtors wall get relief because if i rices fill their 
liabilities will also fall Thev will pav a sum of money which 
can purchase the same quantity of goods scinch eoull be pur 
chased at the time of borrowing for the ninou it of money 
"whieli they borrowed in a particular year 

This standard is impracticable and undesiribl owing to 
numerous drawbacks inherent in it The following art the main 


arguments for its rejection (1) It mi oh es the use of inlet num 
hers which are difficult to be made accurate and are not reliable 
‘fter the lapse of tune the utility of a commodity which was 
«n the list in a particular year may fall considerably It is 
difficult to give proper place to that commodity on the list 
Constquentlj , the preparation of index numbers and the proper 
"eight ago of commodities wonld not be secured (-) The 
hlea underlying the Tabular Standard is to return the same 
quantity and luality of goods and of the same utibtv wlucft 
avere lent In most of the goods that enter into our consump 
tion the utility of goods depends upon the social esteem m 
■which they are held These shifting conditions change tne 
a aloe of goods Tlus standard cannot secure justice between 
debtors and creditors (3) It cannot also reduce the number 
and the hardship of crises They are caused by so mam cir 
comstanees over which no particular standard has any con r 
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Co>n*EN<nT£D Dollar Rcufme 
Changes in prices always take place under the present 
svstcm of monetary regime The value of our monetary unit 
does not remain stable in terms of its purchasing power at anr 
two given periods of time The following table shows the 
trend of prices for abont the last 150 jears in England and 
the U S A 1 — 


Ported t hinges in Prices shown Name of the 

bv In lex Numbers Country 

1789 1809 85 to 161 (nse) England 

1809 1M9 1G1 to 64 (fall) England 

1819 1873 74 to 111 (rise) England 

1873 1&9G 100 to 51 (fall) Gold Standard Coun 

tries 

1890 1914 A n«e of 50 per cent in the UJ3 A and or 35 
per cent in England 

1914 1918 A rise of 106 per cent in the DSN and of 
122 per cent m England 

Prof Fisher shows that these changes in the purchasing 
poweT of monej are brought about by money it«ett and that 
there is a great influence of money and money substitutes on 
prices There are other causes also for changes in prices, but 
compared with money causes * other causes are practically 
negligible Uc has come to this conclusion by the following 
reasons — 

(1) Pnce movements vary with monetary sj stems. 
Firstly, countries having like monetary standards base similar 
pnce movements Countnes having gold standard bad 
similar pnce movements between 1896 1914, and silver stan 
dard countnes, t g India and China had similar price move 
ments between 1873 1893* Secondly, countnes of dissimilar 
monetary standards have unlike pnce movements Between 
1873 and 189G, the price level in gold countries fell by 25 per 
cent and rose by 30 per cent in silver using countries Third 
ly, the degrees of differences in the pnce levels of countries 
having different monetary standards correspond to the degree 
of differences in their monetary standards 

(2) The pnce movements vary with money supply In 
the 16th and the 17 th contones discovenes of precious metals 
used for money brought about a me in prices with correspond- 
ing rapidity The war furnished another proof of the influence 


* risher, Sla'iilutnj t&e Dollar pp 0 and 1 

* From ISO") to 1914 there was a remarkable similantv among 
UirprjwBweoifBOia tbeliij .Canada Fnglaod France, Germany, 
Austria, Italy, bwitzerland, Rn?ni Sweden, Denmark. Holland, 
I*elgium, etc See Fisher, Stabdi-im; the Dollar, p 21 
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Of the Btipply Of money on prices ‘ In short the chief causes 
ot the -variations in the purchasing powi r of the dollar are to be 
found in the dollar itself (Fisher, Slabih mg the Dollar p 52 ) 
The changes in prices are attended with great evils which 
have been considered in the preceding chapters dealing with 
mllation and deflation In short the main evils are (a) 
Ino cost of hung increases, but the clnngts m indiwdual 
incomes do not keep pact with the rue in the coat of living to 
a corresponding extent for even mdmdual (b) Contracts are 
0p»ct and injustice is caused to debtors and creditors by filling 
and rising prices respectively If it is dw land bv the Govern 
ment of India to day that henceforward the present eight 
anna piece wall be called a rupee, pnets will be doubled and 
the purchasing power of the rupee will be halved \ person 
jvho has advanced money to another to d ly Ik fore tin declare 
tion wall sufTer when he receives bach Ins mom v which will fall 
P urchasmg power by fifty percent b\ tin aforesaid change 
(<■) Salanes and wages are very slow to 1» a ljustut to clnngts 
in prices ami people with fixed monej incomes lose in times 
of rising prices, because their same nommil income means 
a reduction of real income for them as it purchases less of 
commodities and the reverse is the cast in times of falling 
prices (d) Changes u» prices cause a gnat social injustice and 
create an element of uncertainty in businesses resulting in 
speculation of the worst type (e) rinanonl crises art the final 
results of excessive issues of money or of rising prices and trade 
cycles and unemployment, mutual suspicion labour troubles, 
sabotage, strikes, breakage of machinery and other types of 
violence are the outcomes of such changes 

In view of these abu«es of changes in the purchasing power 
of money, it is necessary that some scientific rented} should 
he applied and quack remedies will only accentuate the malady 
lrof Irving Fisher has advocated Ins stabilizing the Dollar 
scheme as a true and scientific remedj for preventing changes 
th i prices lie calls the present nnstabilizcd dollar, if, the 
uoUar having a fixed weight and, therefore, a varying pur 
chasing pow er as a barbarous relic because it bos not brought 
»|>out the conditions of civilized life which imply certainty 
of contracts, freedom from violence and from monctarj dis 
turbances and security of life and property The dollar at 
Present has a fixed weight of gold and roughly one dollar is 
l qoal to one twentieth of au ounce of gold or to be more 
accurate, one ounce of gold is equal to 20 07 dollars It con 
ains 22 23 gruns of gold and is nine tenths fine s 

r> * Prof Fisher writes in 1 is Compel raitd Dollar ‘•ehr? e on page 
dollar is now simply a fixed neiglt of told » " nl 
n f P1 ~ ij •uasquerndlng; as a unit of value \ twentieth of an ounce 
gold is no more trulv a unit of value or general pure I a*>ing power 
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The plan as tdiaDfccl by Prof Juher for stabilizing the 
vain* cf the dollar is briefly tfjw — • 

(1) Go! 1 coins nr 1 * not to reran rj in circulation and 
< nh pap* r nut* < « final in value to the gold bullion dollar are to 
It nr tl * *am atr unit The 1 older of the gold 1 ulliofi dollar 
<-«rtif eat* s Mull Ik *ntitled to git on any date dollars o' gold 
lullton »f such wuzht as miv lie officially declared to const! 
tut* a tklhr for tint date Tlie e«»cntial tiling is that the 
wil'd t of Mi gnl 1 dcilltr is to be changed from t n e to time to 
Ie*j it tab)* m term* of purchasing powrr Th< j resent gold 
d* liar i- of a used uiijit and, then fore of varying purchasing 
l*w r li should varj in weight in order to have a stable 
1 ur tiawn* [wisir 

{ ) Tin gold standard is not to be abandoned The aboh 
tion of gol I coin won! I make no important change in the pro 
d« es by which gold *ome« into and go*s out of circulation 
lust as it pre'cnl the gold miner will take am amount of gold 
h« has to the mint and will g*t m csehangi for it a certain 
nnmlKr of pap*r dollar* The only iliffi rente will be that he 
will not have to deposit the san e amount of gold always in 
orchr to pit one dolla" Tb* unrestricted deposit of gold is 
the *■*«< nee of unrestricted coinage CSold will get into circuit 
tion through its rei re*entativc paper 

Just ns at present gold sud be taken out of the govern 
inmt vaults by jew tilers and gold * iporfcrs in exchange for 
surrendering paper dollars The difference will be that the 
came quantity of gold will not be given always in exchange for 
mmn lenng papi r dollars Jn this wav gol 1 will How out or 
will be converted mfotheartsandenrrenev from circulation will 
also b*. decreased Thu amounts to the unrestricted redemption 
of the gold bullion dollar certificates Thus free coinage or 
unrestricted *lej.ostt of gold and unrestricted or unlimited 
xedmiption of gold bullion certificates wall !>e maintained 
(1) The purchasing power of the gold dollar will be made 
stable That M it wall always purchase the same quantity 
■of goods Therefore, the gold dollar will a! wars be equal in 
■value to an imaginary composite goods dollar con«i*tmg of a 
number of commodities Tins composite goods dollar shall 
at all times be equal to the gold bullion dollar and it will always 
cost a dollar, because a dollar will be declared to be equal to 
jt The juice of the composite goods dollar will alwavs be kept 
the same just as the price of gold now is always kept the same 
Tins imaginary composite goods dollar -will serve as the 


than la a pound of sugar or a dozen ffg* It is almost as absurd 
to define a unit of value or general purchasing power in terms of 
weight as to define » unit ot length in terms of weight to define 
A yard stick os any stick which weighs an ounce 
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standard of value and the gold bnllion dollar shall always b& 
kept equal to tins imaginary goods dollar 

(4) The weight of the gold bullion dollar shall be varied 
from time to time Its weight will be varied with reference 
to the goods dollar An index number of the articles forming 
the goods dollar shall bo prepan d by an Index dumber Bureau 
which will register the prices of these goods in terms of the gold 
bullion dollar If the index number show s a rise of one per cent 
aborepar thn means that the purchasing power of gold bullion, 
dollar will have fallen Therefore the government or the mint 
will increase the weight of the gold bullion dollar by one per 
cent and then it will purchase more Similarly if the index 
number shows a fall ofl per cent in the prices of the imaginary 
goods dollar, it means a rise in the purchasing power of the gold 
bullion dollar Its weight will be decreased by one per cent 
m order that it may purchase less In this way by changing 
the weight of the gold bullion dollar its purchasing power will 
be kept stable 

But an objection may be ratsid here as to bow tl c weight 
of the gold bullion dollir will be change 1 from time to time and 
if it is done so, it will mean a great expense and trouble to the- 
mint and the people which will cause confusion The answer 
is simple No gold coins are to remain in circulation Only 
its paper representatives are to circulate Then it would be 
possible to vary at will the weight of the goll bullion dollar 
without an) annoyance that would arise from the existence of 
coins The government would snnpl) vary the quantity of 
gold bullion which it would give or talc for a paper dollar 
at an) given time 

(5) In order to prevent speculation a small brassage fee 
will be imposed for the deposit of gold bullion and no change 
in the gold bullion dollars weight shall ever exceed the- 
brassage 

The most important part of the scheme is the provision 
for adjusting the weight of the gold bullion dollar and it is to- 
lie done through the help of index numbers When the vilue 
ot the dollar falls in terms of goo Is or when its purchasing power 
falls its weight is to he increased an 1 when its value rises, its 
weight is to be decreased 

The mam advantage of the scheme js that the purchasing- 
power of tl e monetary unit is to be made stable by changmg- 
fts weight The plan should start with a pneo level close 
to that actuall) existing before its adoption and no attempt- 
should be nin It to adopt a certain former level of price when, 
it might be manv wears back Businesses would then bo free 
from future shocks The stabilit) of price level will prevent 
uncertainty In contracts, avoid confusion, disorder and social 
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Value of Money 

The value of money means the purchasing power of money 
m terms of other goods The purchasing power of money is 
denoted by the qnantitr of other goods which a certain qmn 
tity of money can command in exchange for itself In other 
■words, the problem of the value of money is one of the level 
of prices The higher the prices of goods the smaller will be 
the quantity of other goods which a certain quantity of money 
will command and the lower the value of money In the reverse 
case, if the prices are low, a gnen quantity of money can com 
mind a large quantity of goods and the value of money is cor- 
respondingly high Thus if the \alue of money is high, prices 
are low and nee c ersa 

It follows, therefore, that an increase in the quantity 
of money without any corresponding increase in the quantity 
of goods to be exchanged for money will lower its value, 
bringing about a rise in prices In that case more units of 
money will be a\ ailable for purchasing each umt of a commo 
dity In the alternate e case, a sudden decrease in the quan- 
tity of money without any corresponding decrease in the quan- 
tity of goods to be exchanged will lowir prices as less units 
of money w ill be available to purchase the same units of goods 

Tins in brief n the quantity thcorv of monej it may 
be stated in this way Every change in the quantity of money 
lu circulation produces, other things being equal, a directly 
proportional change in prices Of course an increase m the 
supply of other goods lowers their xalue but there is no fixed 
proportion in which the xalue of other goods will vary with 
an increase in their supply In ease of moucy the propor- 
tion in winch the change m its value will take place is a fixed 
one Eouble the quantity of money m circulation, other 
tilings remaining the same, the value of money will become one 
half and prices wall become double and in the reverse case, 
halve the quantitv of monej, other things being equal, its valne 
will become twice as high as before and prices will be one half 

The phrase * other things being eqnal ’ is important (1) 

It refers to the velocity of circulation of money, i e , one umt 
of money may function, let us say, m one hundred transactions 
and each time that it circulates it does the work of an entirely 
new unit of money An increase in the velocity or efficiency 
of circulation means the same thmg as an increase in the quan- 
titv of money in circulation and its effect on the value of 
money is the same as of an increase m its quantity The use 
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of credit instruments where money payments are not onlr 
postponed bnt in roost cases altogether avoided acts in tire 
S3im. wav as an increase m the supph or quantity of monev* 
in circulation 

p*) toother Implication of the phrase other things 
being eqnal is that the rate of turnover of good3 or the 
volune of trade should remain the same An increase in tire 
volume of trade without any change in the effective supply 
of monev will rane the value of monev and prices will fall in 
the same proportion For in that case each unit of money 
will command a greater number of units of goods which means 
that prices wil’ fall 

(}) The use of credit instruments as monev is aUo included 
m the phrase other things being eqnal \ny increare or decrease 
in the use of credit will mean a corresponding increase or 
decrease in the effective supply of monev and will have the same 
effect upon the value oi monev as a corresponding increase 
m its supply In modem communities credit plavs a very 
important part in the settlement o' transaction* Pjnk de- 
po its subject to cheque* bills of exchange promissory notes 
stocks bon Is and debentures and other securities pass from 
hand to hand in settlement of obligations and m discharge 
ol debts The latter forms of securities eg stocks shares 
debenture bonds of the municipal provincial anl central 
givemments and ©tier public authentic* do not circulate verr 
freely as cheques and promissory notes do bnt still they do 
perform exclange operations Ml thc«e forms of credit dis 
peme with the use of primary money in many transactions 
and influence the value o' money in the same wav as is dope 
by an equal increa*c n the supply of money 

The system of modem banking involves a great reduction 
and a consequent economy in the use of commodity monev for 
tl e settlement of debts It tends to increare the sapplv of 
money and thus prevents a great me in its value which would 
take place; in tl»e absence o' the u*e of credit 

I roperfv understood with tbe»e quallf cations tl e quan 
tity theory of monte is correct Poring and since the wur 
various ceontnes suffered the duadvant-rees of an immense 
me in pntes brought about by the e normon« i*«nes of paper 
money and by an unprecedented increase in the n*c of credit 
3>unng tl e last «1eca ie. or so a contraction in the is c ne of p per 
money and in tl c u«e of credit has resulted in tl c nse of the 
value cd me ney an 1 in a great fall in pm.es bnn<nng in its train 
trade depres«ion ant all its coneomitart pf enomena 

It is s*l*o true that in thow communities where gall anl 
silver are produced and where precious metals are obtaned 
in verv Ur-o quantities * nee*. «e Moreover m the 

jmt vamuons in prices have verj often been the results of 
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the discoveries of gold or silver mines or of the exhaustion of 
the existing gold or silver mines The monetary history of 
the 19th century is an ample and eloquent testimony to this 
effect After lt*70 there was a great fall m prices owing to 
the lack of new discoveries of gold mines and owing to an 
enormous increase in the demand for gold for monetary pur 
poses because of the adoption of the gold standarl by most of 
the countnes of the world tanoiis monetary conferences were 
held to check this depression and proposals fqr bimetallism 
were discussed In the last decade of tho 19th Centura new 
discoveries of gold mines helped in raising tho price lead and 
bimetallism was shelved probably for a very long time to come 
if not for ever 

The quantity theory was accepted bv the older economists 
ns truly explaining the variations in the value of monev but 
its validity has been callid into question bj many of the 
modem economists Prof Irving ITsln r has given an elite 
five reply to all the modern economists who call tho validitv 
of the theory into question lie is in fact tho most uncompro 
mising propounder of the theory among the modem economists 
lie explains flic quantity theory of mom > bi the question of 
exchange winch is a mathematical statement of the total 
transactions entered into and jk rfonrnd in a certain commu 
mtv in a given pinod 

The equation has a money sidt and a goods side The 
money side includes (11 the quautitv of money m circulation, 
(2) the efficiency or velocity of circulation (3) the quantity of 
bank deposits subject to cheques and (4) their velocity of cir 
culation The goods sidi lueluks the total quantitv of goods 
exchanged in a given period multiplied b> the pricis at which 
tbev exchange The equation of exchange implies that the 
money side should bo equal to the goods side because in each 
purchase and sale the money and goods exchinged are equi 
valent The money side is the total money paid for all the 
goods purchased and this can be found by multiplying the 
quantity of money by rapidity of its circulation The velo 
city of circulation of money can be known by dividing tho 
total amount of monev paid for goods in a given period by the 
average amount of money in circulation This is a sort of 
average of tho rates of turnover or money for various persons 
The goods side is the quantity of goods exchanged multiplied by 
their prices 

It is important here to point out that Prof Fisher includes 
bank notes, primary and fiduciary money in the term money , 
for they are generally acceptable to people without reference 
to any characteristic except their general passableness Bank 
deposits subject to cheques aro not money, but their quantity 
and velocity of circulation do effect prices He, however, 
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maintains that bant deposits bear a fixed ratio to the quantity 
of money in circulation, firstly, because the banks by custom,, 
law or convenience keep a certain quantity of jnetidhc money 
in their reserves which bears a fixed proportion to the total 
quantity of money in circulation Secondly, the customers 
to whoic credit the deposits exist keep them m a certain pro 
portion to the total cash which they require for day to-day 
purposes 

Let us now consider the equation of exchange The 
number of sovereigns in circulation in a country JS 5,000 and 
each 'overugn changes hhnds 20 times m a given period The 
monev side is therefore, equal to 5 000 x 20 sovereigns The 
purchasers will not accept goods of a lower value than this 
in exchange for 100,000 sovereigns and, therefore, the goods 
side should be equal to 100,000 sovereigns It may be as 
follows 50 000 amts of commodity X at half a sovereign per 
unit and 25 000 units of commodity 1 at 3 soyereigns The 
equation then is — 

5 000 x 20 =50 000 units of X at 1 sovereign >=-25,000 
+25,000 units of \ at 3 sovereigns— >'5 000 

The equation on the money side contains (1) the qnan* 
tity of monev in circulation, (2) its velocity of circulation, 
(3) the quantity of depo its in circulation, and (4) their \ eiocity 
of circulation, and on the goods side it includes (1) the qnan 
title* of commodities X and 1 exchanged multiplied by ("> 
the it prices 

If the quantity of money including deposits is doubled, 
tliur velocity of circulation and goods exchanged remaining 
the same prices will become double It is because the money 
side will become double the Tonner one and the goods side must 
al«o change The equation will become 10,000x20 soyereigns 
= 50,000 units of X at 1— 50,000 sovereigns 
+25,000 units of 1 at 0=150,000 sovereigns 1 
The changes in the velocities of circulation of money and of 
bank deposits will also affect prices m the same way But 
a change in the quantity of goods exchanged will affect prices 
in the reverse order If the quantitv of goods doubles, other 
tbmes remnnirg the same, prices will become one half, sine® 
each unit of money will now command in exchange twice as 
many units of commodities as formerly But if there is » 
change in all tbe«e conditions, the level of prices will be the 
resultant of tin ir influences 


This equation of exchange can he stated m an algebraic 
form also J et JI stand for the quantity of money m cirenh 
lion. \ for its velocity of circulation, M for the quantity of hank 


v th At tl e chans- in tt# 
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deposits subjiot to cheques and V for its velocity of circula- 
tion On the goods side let P stand for the average price of 
any particular commodity X and Q for its total quantity par- 
ch ised The eqnn*ion wall be 

M\+MV =-PQ 

Vte can show the following bj means of the equation 

(1) If M varies, M \ and Q remaining the same, 
the monej side n ill vary with AI and the goods side must also 
varv in the same ratio Therefore, prices or P will varv m 
the same ratio 

(3) If AI' varies, othir magnitudes remaining the same, 
P will vary in the same ritio 

(3) Variations in AI and A respectively, other things 
remaining as before, will cause \ iriations in P in the same 
direction 

(I) If M, V, M and \ r< mam as before and Q varies 
m some ratio, P will sarj m the inverse ratio 

Prof Tisher has further simplified the equation by 
representing tlie level of pnc<s of all commodities in one magni- 
tude bj P and all the goods exchanged or the volume of trade 
by T The equation then becomes 

An + AI V =PT 

To sum up, the price level vanes (l) directly with tho 
quantity of money in circulation, (2) directly with its velocity 
of circulation, (3) directly with the quantity of deposits (4) 
directlj with their velocity of circulation, and (A) inversely 
with tho volume of trade The first of those three relations 
constitutes the quantity theory of monev 

The quantity of monej means the number of units of 
money in circulation and it does not refer to their weight 
“ The quantity tlieorv osserts that (provided the vtlocity or 
circulation nnd the volume of trade are unchanged) if we increase 
the number of dollars whether bv renaming coins or by debasing 
coins, or by increasing comago pnees wall be increased 
in the same proportion (Fisher, Purchasing Poicer of 
Money, pages 31 and 32 )* 


* It is the number and not the weight that is es<enti->l 
It is a (let which differentiates monej from all other Roods and 
explains the peculiar manner in which its purchasing power is related 
to other goods bugar, for instance has a specific desirability 
dependent on its quantity in pounds The value of sugar depends 
on its actual quantity If the quantity of sugar is chanced from 
1 000 000 pounds to 1 000 000 hundredweights it does not follow 
that a hundredweight will have the value previouslj possessed by a 
pound Hut if tnonev i* changed from 1,000 000 units of one 
weight to 1,000 000 units of another weight the value of each unit- 
will remAin unchanged ’ bee Purchasing Potter of Monty, by Prof. 
1 Fisher, p 3> 
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Professor Fisher farther discusses that in the 
P is the resultant of all — M,V,M , % and Q t e , th**t an the 
other factors are the causes ami the level of prices ts the result 
He takes all these theorems one bv one and proves 1™* 
of them singly will affect the P 8 and not others {1) *Ie tra ® e * 
the effect of a change m the quantity of money and shows that 
it will leave other factors undisturbed and will ohlj" influence 
the level of prices If the quantity of monev m circulation is 
■doubled deposits will also double, because under given con 
ditions o f indnstry and civilization deposits base a fixed rela 
tion to tl c quantity of money in circulation This however, 
will hart no influence on their velocities of circulation The 
latter will be influenced by the density of population com 
merml customs facilities of transport and other technical 
conditions They do not depend on the quantity of ^oney 
or the price level changes in which may not pro luce changes 
in the velocity of circulation of money doubling of prices 
and of the quantity of monev and deposits m circulation will 
leave their velocities unchanged Then each person will spend 
more money for the same goods and will also keep more in 
hand But the ratio of monev spent on goods to the money 
in the hands of the j eoplc wall remain unchanged ** mtmvv 
doublet m qirvwUty, tit value wvll be halved ml< 1 the only 
change is that twice as many units as before will be spent and 
kept in hand by people 

It may be objected to the above reasoning that it assumes 
that prices will be doubled by doubling the quantity of money 
in circulation Let us suppose that doubling the quantity of 
money and deposits leaves pnc<s as before In order that 
the. money side should be equal to the goods Side, * e , 311 + 
31 \ =PT, then cither the velocity of circulation of money 
and deposits 3 and \ should be halved or the volume of trade 
(T) should be doubled But none of these changes will take 
place The former cannot take place because people will now 
have double the quantity in their hands or m deposits as sur 
plus monej This will induce tl era to spend more on goods 
and everybody will be actuated to do so Ti»n desire will 
bring the prices up till tl eir level is doubled Thus if there 
as no change in the quantity of goo Is sold, the only possible 
effect of doubling the quantity of money in circulation will be 
a doubling of the prices Doubling the quantity of money will 
not change the volume of trade for the stream of business de 
pends on natural resources and the technique of production aud 
not on the quantity of money The volume of trade is, there 
fore, independent of the quantity of money * 


* An inflat on of tie currency cannot incipa*e the product of 

farms and factories nor tl e speed of freight trams or ship* The 
whole machinery of product on. transportation and «de is a matter 
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But it miv bo said that the technique of production, 
trade etc determine the quantity of good3 tbit will be ex 
chanced for money Hence the volume of trade may vary 
according; as barter is or is not resorted to This seems to be a 
valid objection But Prof I isher rules it out of order be 
cause he maintains that tinder normal conditions and in the 
lone run onlv a negligible fraction of modem trade can be done 
through barter and therefore a change in the qnintit\ 
of monev will not appreciably affect the quantities of goods 
sold for money (Fisher Purchasing Power of Mo i 
page 15(> )* It mav then bo gai<l that the normal influent > 
of an increase in the qinntit\ of momv is tint it implies an 
exactly proportional merea si m the gonirai Itvil of prices 

P) The influence of changes in depo it« iho produces 
the same effects on prius as are proluud bj changes m tin 
quantity of money Thur veloeitt of einulvtion will not 
affect the quantity of momy or di po»it« or the volume of 
trade, but it will only affect tin pnecs 

(3) The changes in tin rolnnn of trade will aNo bung 
about changes m the quantity of money and m the cilocity 
of its circulation \n increase in trade will cause an increase 
m the quantity of mono which will prevent a fill m the price 
level \n increase m trade may increase the eelocitv of cireu 
lation of inonev It will imph improved means of transport 
ing goods anil mono and the latter will mcnasi the velocity 
of circulation of money If the change in the \ ohmic of trado 
affects the per capita trade it will affect the velocity of circula 
turn as well It may mean an increase in per capita trade, 
winch will mean an increase in expenditure / rr capita and in \ 
thickly peopled place if will implj the greater use of embt 
bringing about an increase in the velocitv of circnhtioa of 
money Thus a change in the volume of trade affects other- 
factors of the equation as well in addition to its effect upon 
prices But the quantity tpeon still remains true — that other 
things remaining the same, prices a ary directlv with changes 
in the quantity of money 


or physical capacities and technique none of wl ic! depend on the 
quantity of money Sec 1 urthanny Joiccr of Honey by Prof 
2 J-Vbtr p loo 

* If it can be shown tl at a large part of the trade is earned, 
on throuoh barter the quantiti tl core ot money win be op- t There 
is little doubt about the fact that in India and even in Western 
countries the countryfolk ixctiange commodities directlj for com 
modifies to a large extent The quantity tl eory of money is valid 
onlv on the assumption that commodities are exchanged for money 
and there is little barter 
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‘'Out Objections to the QnAvnrr Tneorr or Moset 
Considei ED 

J| There are some people -who think that prices f'hoald 
he rigardid as causes and not as. effects though we have so 
far regarded them as effects of other factors m the equation 
We have to examine how far this objection is correct I*rof 
Fi«her proves that except in transitional period* price level 
1* not an independent tanse of changes m the other magm 
tndes of the qnantitv theorv flis reasoning on this account 
fs aery convincing and clear 

If prices arc doubled in Vm erica we have to consider their 
effects It n clear that i quality between the money side and 
the pools side must lie maintained It means that either 
there should bo an Increase in the quanhtv of monev or In its 
velocitv of circulation or else the volume of trade should 
dimmish Hat none of thi*e things is likely to happen 

The quantity of monev cannot be increased where prices 
become high In fact high prices will induce imports and 
moniv will flow out of and not flow into \inenca More shall 
not be minted also because high prices imply fl fall In the 
numiy \o one will take bullion to the mint as he 
*Ul lose half its value if he t ct* it manufactured into coin* 
Monev can increase through on increase in the qnantity of gold 
, Rtlt h, ~b inces do not stimulate mining 
o*i the oth« r hand thev dncouragi it for more will be paid for 

!£Sh!L a Hr 0, i h r < ,? rnmo,,inps at Wsh prices and cost of pro 
unction of gol l will increase 

.UtJ?!r. lil r rl /*,i h,Rh pr,rfa * ij11 not increase the quantity o' 
for tl f' msmtain a c«rtam ratio to the quantity of 

?L!?S rC ' ,1 'n Wn f . . Tl,eir Te,0ri, "' s of Circulation also may 
oMr-frn i’ nc ‘ 5 W|11 not dimmish the volume 

ia«JS It!* V 1 r , n< V ,nPln ' lln " "ages are doubled, them 
? h e1 0n,d i IWJe Will not 

ouifeabk „ ° J tctw h,2h I»*»" w inch thev will lx* 

?riVr SSi* Jt ™*rttotc, *e Cio saj with confidents that 

if 01 ■«*■*- «' «•' 

Tills discussion with regard to prices and the quantity 
£ 2Zr thc pau " r — rt firs to S.?«nic 

T, ° ph x A fallaea to think that the rnre level 
in anv community can in the long run affect tht monev Jo 

St SSnSUVK thM thZ in one cornmU- 

i* that* it u ^ rprantity theorv of moniv 
and «|«n iror.flr truisms sfiotif f not Ik ignored 
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(3) ^mc people point oat that price level is determined 
bv the lan of supph and demand and that, therefore, the equa 
tion of * xohange is altogether usdess and cannot determine 
the general pne« loti Prof I isher points out that this view 
is absolute!) incorrect Du law of supply and demand 
dc termini a pricis of a particular coni modi t\ onh , the gtneral 
price loti being determined b> the equation of exchange We 
cannot dipend upon the prices of mdmdnal eommodities to 
iletinmne tlu gemril price Uul Thi level of tin si a eanuot 
bi explain* d In the height of its inlmdual wines but on 
the othtr hand, in part tin position of thesi wans is to be ex 
plaint d bj thi level of thi sia In tin same wa\ individual 
prices cinnot di termini tlu general pnu. level, but are them 
selves detemuned bt it 

Whin we talk, of tlu price of am eominodit\ considered 
bv itsilf we have soiiu ldi » in our minds of the existing general 
level of prt is \n tniri »si m tin anpplv of thi commodity 
lowers its price and an mm iso in its th m mil raises it W hi n 
wi talk of this we taki the gmeral levil of pncis for grantid 
The deinan 1 for wluat is not onlr roJatni to rhi price of wheat, 
but also to the g<mrd hid of pricis of other things The 
demand for win at at I s .> a tnauml at a high level of prices 
is greater than its dtmand it Its 5 at a low hvcl of price* If 
the general level of priets is doubled the demand for wheat 
at Its S per maund will b« as griat as it was biforc at I s t 
a maund provided mconns and wages also are doubled V 
change in the amount of what mouiy will buy is as important 
ns ft change in the quantity of a cirtain lommoditj Tho 
price of a commodity partlv depinds upon its quantity and 
pirtlj upon what a unit of money will buy i c on the general 
level of pncis Therefore in sajmg that the prici of a com 
modity di pcnils uj on its supply in relation to its demand, we 
take the value of money or the gmeral li vel of prices for grant 
ed There may bo an mereasi in the Bupply of a particulir 
commodity and still its price inav not fall because tho prices 
of other commodities may have fallen much and incomes of 
people also may have increased or mav bo as before Then 
people may be able to spend more on the particular commodity 
in question and its pnee may not fall even with the increased 
supply The general level of prices cannot, therefore, bo said 
to be an average of the individual prices of different commodi 
ties and the moncj side of each exchange must not bo for 
gotten In explaining the general level of prices, help has to 
he taken of the various magnitudes of the equation of exchange 

(4} It is sometimes objected tlrnt the theory cannot give 
a» rwrmA, xaet/fiftrtc/wn af. Mmo a'l/auges vn *An T n •vd, 70 * 10 % wv/A, 
in a country without taking into consideration the level of 
prices in other countries Money tends to flow from coun 
tries where prices are high to countries where prices are low. 
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and this process continues till the same level — giving allowance 
lor its cost of transport and habits of people — Is reached 

(5) Prof Fisler himself, the most nm /unpromising 
exponent of the theory, shows that the relation between the 
quantity of money and the price level does not bold good of 
transition periods The words Transition periods miplvpenods 
when prices n*t and fall and in such periods the magnitudes 
of the equation of exchange try to seek, the equilibrium In 
auch periods the relation between monev and deposits is not 
ngi 1 and pricis are not whollv the results of other magnitudes 
of exchange \ll these magnitudes react upon one another in 
such periods The proportional effect of changes in the quan 
titv of monev on prices is then onlj the ultimate efTect after 
transition periods are over Rut the transition periods are a 
normal feature of trade and commerce and thev are not ex 
ceptions Therefore, the quantity thc-orv of money holds 
good only under hypothetical and static conditions and not 
under dynamic conditions which form the rule rather than 
the exception 

The quantity tlieon of monev lias its importance in spite 
of these objections T1 e quantity of money in circulation 
is at anv rate one of the mo«t important causes if not the onlv 
cause of changes in its value or m the general lewd of prices 
Other cau*ea al*o are responsible for bringing about changes 
m the level of prices, hut they are of a very shifting character 
It is jo’sible to control the level of prices through a control 
on the qnantitv of money in circulation Ruing prices C3n 
be presented by lessening the quantity or money m circula 
tion It can be clone bv a combination of various methods 
The production of gold can be regulated its quantity in urea 
lation can be controlled, bank and government notes and credit 
can be lessened It » possible through a combination of these 
methods to control the level of pnccs 

Proposals for preventing a me in prices through check 
ing or curtailing the expansion of currency are opposed on the 
ground that this policy would restrict production and create 
or accentuate unemployment Such a result maj be possible 
when production and employment are below the maximum 
under given circumstances V rise in prices may then etimn 
late production and reduce unemployment But after a cer 
tain point pnees may me without stimulating production 
and without encouraging employment through further 
demands for credit and money These conditions happened 
during the Great M ar In such cases the volume of money 
.and credits should be curtailed in order to prevent an unneces 
sanly lugh rise m prices The quantity theory of money has, 
therefore, an important element of truth, and. u ot great 
significance " 
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Foreign Exchanges 

The phrase foreign exchanges is used in different 
senses It indicates the fluctuations in the relative value 
of different cumnci s in the foreign exchange market VU 
often in, tor instance that if lie 1 = 1* 51 exchange has gone 
against us It means that tin value of our currencj at this 
ntio lias falhn in tt rms of sterling (pir bung 1 6 totherupet) 
When we saj tint wo bus forciga exc! angc, the term refers to 
tin currents of the forM"n count r\ winch w» bus It maj 
also bi usi l to denote the forugn bill of exchange which is 
pureln Ml or to the rati at which it is purchased or to the 
institutions through which it is purchased 

The nicissitv of forugn « xihanges arises to settle foreign 
indebtedness l- nglisl men for instance render cirtam ser 
victs to ns We <und our goods in 1 nghsh ships and art dc 
fended bv the British sol lurs who has i to bo jaid for render 
ing these services We also purchase goo Is specially raanu 
factored goo Is and have to make paunents for them On 
the other hand we crport rasv materials and food products 
to England and I nglishimn hast to make pavmmt3 to us 
Debts are always to he settled in the currency of the creditors 
for the currtncy of the country when tin debtor resides will 
not be directly usable by the creditor in his country if the two 
nsidc in two different countries where coma„o is diffirent 
The creditors therefore have to recene money and the debtors 
have to make payments The debtors hare to purchase bills 
of exchange payable m the creditors country send those bills 
of exchange to their creditors who can present them for par 
ment to the persons on whom they are drawn Importers 
m India lmie to make payments m sterling and have got to 
purcha® Stirling drafts while exporters in India have to 6etl 
sterling drafts 

These bills of exchange aro purchased and sold in the* 
foreign exchange mark* t bv banks and speculators and thus 
foreign trade is financed I- orcign exchange has thus a two 
fold advantage It enables the debtor to purchase a bill of 
exchange drawn in the currency of the country of the creditor 
by which hi3 obligations can be settled It thus provides the 
debtor an opportunity to change his currency for a bill of ex- 
change which will enable his creditor to obtain the money ho 
desires feeeomllv, the creditors get an opportunity to sell these, 
bills of exchange or the evidences of indebtedness m exchange 
for the money of their own country 
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Pefore the war roost of the countries -were on a gold, stan 
dard basis and the face value and the bullion value of their 
currencies were identical Interoallv, the currency consisted 
of gold or of paper and the latter was freely convertible into 
gold Further if it would cost the Importer to ] av more for a 
bill of exchange than he would have to pav in getting gold ana 
incurring the expenditure in 'ending it to his creditor, he pre 
ferred the latter method This implied that gold ' ra3 _ freely 
exportable and importable This situation of course did not 
exist during the war an 1 does not exist even now in most 
countries The fact that gold was freelv available implied 
that no creditor would part with a bill of exchange m hii pos 
session* if be could be able to sell it for less than what he would 
get bv 'ending for gold Lnder such circumstance', he had the 
alternative to «end his bill of exchange to his debtor, ask him 
to convert it into bullion get bullion and reconvert it in his 
country into coins 

Thus before the war the exchange rates fluctuated within 
the limits set by the expen«e of sending metals f rom 
countrv to another If this cost remained constant — it comil 
vary al«o — the limits of the fluctuations Mere fixed If this 
coat increased the range ol fluctuations ol the foreign exchange 
rate increased and if this cost decreased the range of fluctna 
tions of the exchange rate aL>o decreased The fluctuations in 
tl e rate of exchange before the war were thus confined to what 
were known a3 the gold points Thev never went bevond theni 
Within the gol 1 points, thev were determined bv the balance 
-of indebtedness 

Prior to tl e war the price of gold in terms of coins was 
fixed One pound sterling could buy as much gold as 4 SG6 
dollars could purchase \\ hen the rate at wlucb sterling could 
be converted into dollars or nee reraa was such that £1 was 
equal to 4 “GO dollars the exchange was said to be at par 
Thus the par expressed the fact that as much gold was contained 
jn one ponnd sterling as in 4 8^6 dollars i e 113 grains of 
gold wa.s contained in one pound and in 4 866 dollars 

Let us take a sinijlt illustration to see bow the exchange 
rate is determined under snch circumstances Suppose that 
Americans have exported goods w orth £ 1 000 to England 
They will offer sterling bills worth £ 1 000 to sell Suppose 
that goods worth £ ^ 000 have been imported into America 
from England The Amcnians thus have to purchase sterling 
bills worth £ ° 000 “More sterbng bills are in demand and the 
purchasers will pav more than 4 806 dollars for every ponnd 
.An importer will pay 4 dollars for a sterling l ill of £ 1,000 
If called upon to j ay mo^e he will not submit to this demand 
ior he will get gold bear the expense of exporting it and will 
.send it to } ngland Luder such circumstances the foreign 
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exchange in kmenca will be at a premium, the extent of that 
premium being limited by all the expenses incurred m trans 
porting specie The specie exporting point is 4 8S5 dollars 
to the f \ll the importers m the l T S A under such circura 
stances will have to pav the premium If on the other hand, 
the exports from America to England exceed the imports the 
Teverse situation will appear More sterling drafts will bo offered 
ior sale in Vmerica than the importers will purchase VU foreign 
bills under such circumstances will be sold at a discount The 
exporters will get less than 4 866 dollars for everv pound 
sterling Bat they have the alternative of getting gold and 
converting it into dollars This will secure for them 4 845 
dollars for a bill of £ 1,000 Therefore, if the exchange falls 
below 4 845 dollars, specie or cold will begin to flow into 
America This is known as the specie importing point 

We have taken an extremely simple illustration which 
is rarelv met with in practice and hare supposed that the pur 
chasing and selling of foreign bills of exchange is earned on in 
America and not in England though actuallr it is not so In 
both the countries the purchases an 1 sales of bills of exchange 
4 »o on at one and the same time Mon over this business is 
done by the banl s and not by the exporters and importers 
directlx None the less the simple illustration brings out 
the fundamental truth that when the imports exceed the exports 
foreign exchange in the country in quistion will be at a 
premium and when in the reverse case the exports exceed the 
imports, it will be at a discount 

Another factor upon which the rate of foreign exchange 
or of foreign bdh> of exchange will d<pend is the intrinsic worth 
of the bill of exchange Bankers bills « t bills drawn bv the 
dealers and bankcre on tlieir foreign correspondents will 
nnturally sell at higher ratis than most mercantile or trade 
bills of exchange 

\. third factor upon which the rate of exchange anil depend 
is thi thin for winch the bill of exchange has to run bight 
bills wall naturallv 'ell at a higher price than time bills of cx 
change becalm in the case of a sight bill of exchange , the pav 
ment wall be made earlier bv the drawee than in the ca e of a time 
or a long bill of exchange Natural!} a purchaser will pay more 
for a sight bill of exchange than *or a time l ill of exchange 
Jtoreign sales of merchandise like domestic sales are usually 
on time and the exporter who has sold bi3 goods h entitled to 
git pavment at tin end or expirv of the time for which credit 
has been givin to the purchaser The exporter draws a bill 
of exchange pavabfe at tin md of the period of credit, but dis 
counts it with lus bank The bank mar keep it till matnntv 
if it deals in foreign exchange itself or m »v send it to its agent 
m the fore ign coimtrv or mar sell n to a foreign exchange 
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deal r Tl c J rir- at s»M<h it will •< 11 d-p-riKVin tl* i'ngtb 
of ti i r for wt id) it I »< to run, < n tl •* j retailing rote of <1 ‘‘•©an* 
and on i ! r fijiun j rotnl ilit y of f<m tgn etc* angc* 

He ra’r of fnn-ig’l exchange* «5 **-*• not «'rj«*r J Hpon tf ** 
dealing* between each *»parat« jair of mtirtr * b it upon 
thm* 1 m-i vo n a country nr 1 all 1 1 <• « tt rr murine* vit’i *F i f b 
the rnun rt in question deal* Fir* inn { 1 tl r expert * from 
th< I ^ V i« 1 njinlmar Ik* iron tl an ler import* fnm I’*" 
htwonnm >rt foreign exchange m Mm-nra ruy b* a*!’**" 
if \m na i npnrt* bwily from oil rr oumin*-* Tt *■ 1 J* ' 
**i[w rt« n i *i to l nc'ud than *1 r impcrt* from hrr 1 nstiml 
m n* nnniitv'nmt good* to 1 raril than tl<* aaloo of 
t*r imps »t* from tin* latter turnin' ar 1 I rani **p or I | * *tm» 
ol*n* to tli* l ** \ than th** snlue i f 1 *-r import* front tl* 
I ** \ \n \mrri*n Injioftrrf f mfo fr i n ISrani rjsrol ra«i!r 
fnil on Vnn-rimn Mpurur who 1 x* t iU« to offer *n l ranhan 
im rt liarrtt but ran tin l fhnty if ri|» rim haring bill* to 
offer on Lon Inn Hr b it* sterling Fill* n**i 1* tb*n* to ht* 
1 rats' ian rrnilirn wl a *i'«i"i such lull* an! in turn ** n 1 
tl»m to tJdr F nslu’t rtnlitor* Ml tiro rtrl an;** tr»n*ac 
lions tahr place through ttr in*trutrr ntahtv *f ba iking 
hou/» » In tl it way tl «« triangular trails It In* nil by rnraat 
sil lorries WVU ol exchange 

\\i may dign«* a bit from onr man subject and pti"t 
out that prior to thr war thi *t« rim; exchange bills were enor 
mouslj iu ilrman I to urtth foreign irdcbtedni »* Hrr ennrtii«n» 
inrtrnatlonal tra !o had spread mall part* o' thr worl 1 ant thr 
I ngluh firm* ha l & wv II established n put** 1 1 dialing In foreign 
exchanges It was ilur to thr prut in li.» trial jrcstige tf 
Fngland tha* sterling bill* w«re wiMj in demand Foreign 
exciiangi transaction*, thru fort* wrn- settled through I<ond >n 
by bill* of exchange drawn on London Tl e war, however, 
disturbed thi* arrangement and \mcnca 1m ler»clf Injun 
to finance her foreign trade During thr war gol 1 was not 
freely available in F n<,Ixnd and he ice the pound tterlmg which 
waa equal to gol 1 in pre war day* wm no lon^r regarded to 
during tho war 

In fine, whatever may be the detail* i n the rflechanism 
of foreign txchange*, the exchange rate will depend upon the 
Tvhoh of it* international trade Foreign exchange will bo 
at a premium if import* in aggregate from all coufitru* are 
greater than export* in aggregate to all countries and at a 
thscoant unler the rr verse circumstances In the former case 
»pecic will flow out, and in the latter case, it will flow in 

In the j re war day* an I now bUo when balance of indebt 
edness is great foreign exchanges go against the country 
m quistion Its value in terms of tin fort iso country* cur 
rency falls Hut the question is Will the state of affair* 
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■be permanent * The answer is that the flow of specie sets in 
motion forces which ultimately stop that flow When specie 
flows ont, the value of money rises and prices fall m that country 
and this stimulates exports On the other hand m the country 
to which specie goes, monex in circulation increases, its value 
l falls and prices rise This stimulates imports into that 
country Thus from the former country the original flow of 
specie is checked 

This process, however takes a long time for adjustment 
to be made Certain devices are undertaken to correct the 
adverse state of foreign exchanges Some of such devices 
followed m the pre war period were the following — 

The most potential factor is the regulation of the rate of 
discount by the central banks \ rise in the Bank Rate pro 
motes investment of money m the countrv in question 
Foreigners want to take advantage of the rising rates of 
interest m that country If the Bank of Fngland raises the 
Bank Rate the effect will be that foreigners will like to send 
funds to England This will create a demand for sterling 
bills of exchange la foreign countries winch will send the rate in 
favour of England Secondly if foreigners prior to the mo 
of the English Bank Rate would have withdrawn their funds 
from England and this would have made the rate unfavour 
able to FnglaDd will not withdraw them now and will like to 
leave them m England which means that there will not be in 
England the same demand for foreign bills of exchange which 
would have been otherwise Therefore the exchange rate will 
not move further against England Thirdly higher interest on 
money makes it more profitable for foreign exchange dealers, 
s\ ho may he preparing for a shipment of 6pecie to other coun 
tnes, to keep the money at home Bankers wait until the 
currents of foreign trade turn and enable the demand for ex 
change to be met without any shipment of specie Or they may 
arrange fo send specie from some other countrv If the Bant 
Rate is high m 1-ngland and low in Germany Englishmen may 
buy exchange on Germany and thus mav send specie to the U S A 
from Germany further a rise in the Bank Pate will affect 
the price of securities inversely to the Bank Rate lex el W hen 
tho Bank Pate n»es, securities will fall in price with the natural 
result that they will become cheaper to purchase This wall 
create a demand for them and for English money which will 
raise its value in terms o' foreign currency finally, the rising 
cost of borrowed money will prevent the keeping of goods for 
speculation purposes This will cheek the further expansion 
of industry and cause prices to fall which will stimulate exports 
and cause money to flow in and improve the exchange rate 

All these influences, however, do not prevent the move 
rnent of gold or its ultimate effect on prices, but they only serve 
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to prevent its movement from taking place at very abrnpt 
level? When there is a constant balance of payments to be 
made to a country „ohl will begin to flow in till thO pnee level 
clangs Nimetimex this result mi? be reached without any 
movtment of goli or with a very little inoiemerJt of it V 
count rv for instance may issup paper money an l prices mar 
n«e without anr irovcmiOt of gold into it Or it may be a 
gold mining country It will export go’d in the ordinary 
course of its international trade Bnt if its exports of other 
commoltties are very luaw, it may retain this gold and mav 
cot har« to scnl it out 

\ furtl tr point tn connection with foreign exchange* i? 
tint »t one time between two countries the rate trchmge 
must Ik the «ime But it may not be so owing to ignorance or 
economic friction just a? in the same market at two different 
shop? there mav be two pnres for tl e same commodity Tlus 
will however set m motion forces which will bring about 
equilibrium i nder such circumstances tbe rate of exchange 
will be equalized br what are known 13 arhtrage operr 
Iron* wficli an speculative dealings the effect of which is to 
send monev from a place where it? exchange value is low to 
one ubert it is high till its value is equalized ^Ibis can 
made more clear bv an imaginary illustration Take the case 
of tl e exchange rates in two j laces Pans and Lon loo Suj pose 
£ 1 — _d 3> francs in Pans but in London it is equal to _o 2a 
francs Francs therefore arc cheaper to a holder of pounds 
in Pans than in London for in Pans he can get 10 franca more 
than m London Iot on» pound Bnt to a holdt-f of franca 
pounds are cheaper in London than in Pan* because for one 
pound he has to pay le«? m London than in Pans The result 
will be that pounds will be sold in Pons and a bill of exchange 
for £ 1 000 will sell for 2a,3a0 francs in Pans Francs will bo 
transferred to London and sold for jK>tind3 where one thousand 
pounds will be obtained for only 2o 2o0 francs and a profit of 
100 francs will be registered \gain these pounds will be 
transferred to Tans, sold there for francs which will be 
transferred to London and again a profit will be registered 
This will go on till the rate of exchange in both places is one 
and the same Tims the economic effect of arbitrage opera 
tions is to prevent local differences in exchange rates at one 
and t! e same time > 

There may aho bo differences m exchange rates in the 
same place at two different times They are equalized by 
very similar speculative dealings known as tiraddlmg operation* 
The long rate or the rate of exchange for long or tune bills of 
exchange depends upon the sight rate and always more will be 
payable for sight bills than for long bills, because in case of the 
lattcc bills, the payment of home enreeney -sill W irameiiate^v 
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msule, but the bill will be payable after a Ion" time. Tho latter 
"(dH be determined by the si "fit rate Suppose m New York the 
sight rate is 4. SO dollars to the pound and in London the rate 
of interest is t percent Thin in New \ ork the rate for 00 d is 
bilU (sterling) ought to be 4 75 dollars to the £ But suppose 
the sight rate remaining tin same, the lone rate in New \ork 
» 1.79 dollars to the pound, |Mople will sill long bills of exchange 
tx cause this will be a pavmg limimss Thej can get t 70 
dollars for cv cry pound slum* tluv ought to get 4 73 dollars 
only according to the short rati Thej mil invest the funds 
so obtained in purchasing the short rati In this wav profits 
will be secured and as mon of long bills are offered for silo, 
tins rate must fall and as more of short bills an* demanded their 
ratomnst nsc Thus the long rite mil adjust itself to the short 
rate. If the long rate again fall*, ind the short rate ri*es, sight 
rato mil be sold and long nto punhasid and a profit again 
regiiti ml llicse two sorts of optratwus tended to steidy 
the niUs of exchange bitmin two countries mainly before 
the war. 

The effect of time eh mint u]mn tin rati of exchange may 
be further considered It ts obvious that tin longer the tmor 
of a bill of exchange the lorn r mil be its pm i lx cause cash will 
be paid at the present time and tin bujtr will be put in pos- 
session of funds after long In the reverse case, the sooner 
the purchaser can git mono) the more he will pay for the bill 
That bill will command the Inglust rituni which will enable tho 
purchaser to pi t money mini* diatilj Thin are what an* known 
as cable or telegraphic tra infers which put the purchaser in 
possession of money os soon as the telegram reaches the other 
centre Xi xt coiue sight bills The short rate is the rate of 
exchange at which bills of exchange which have to run for about 
« week or so can be purchased Jong rate is a term used to 
denote the rate at which 'JO d/s bills urc offered for sale 

We now* come to the method of quotation Some coun- 
tries give the method of quotation in terms of their own cur- 
rency, eg , New York, Pans, Berlin, etc , and others in terms 
of foreign currenc}, eg, Jnilii and England — 


Now York 

Paris 

Bombay 


Method of Par of 

Quoting r*chamf« 
. . Dollars to £ * 860 

. . Francs to £ 25 222 

. . Sterling to rupee lSd 


Actual Pate 

3 m, 3 55 
55 80,' 57 00 

V‘h 1/71 


Tho above table shows that tho method of quoting is the 
local currency to the £ in case of New York and Paris It is 
thus clear that if a sterling bill is purchased in New York or 
Paris, the less of local currency is gn m in exchange for a pound 
the better from the point of Tiewr of the purchaser. Therefore, 
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in a centre as New \ ork or Para where the quotation Is m home 
currency the higher rate indicates the higher prices of foreign 
hills If the par rate is S 4 SGG to the £, the higher rate means 
4 8Si to the £ If at the latter rate a sterling bill worth t 3 000 
is to be purchased more dollars have to be given for every pound 
or the price of the pound is higher than par rate In ease of a 
country which quotes m terms of foreign currency, the higher 
quotation indicates cheaper prices India quotes in terms of 
Inghsh turrenev and the par is 1 6 to the rupee Higher 
quotation means 1 7 to the rupee If at the latter quotation 
a sterling bill of £ 1 000 « to be purchased one rupee will pur 
chase more of English currencv at this rate than at par It is 
cl caper to purchase a sterling bill at this quotation In case 
of a country which gives the method of quotation in terms of 
foreign carrencv the higher quotation therefore, indicates 
cheaper rate of foreign bills of exchange 

When a country quotes m terms of foreign currency, the 
long rate will be above the short rate Take the case of India 
where a sterling bill of £ 1 000 is to be purchased feuppo3ing 
it is a short bill of exchange and suppore for every rup°e 1# Gd 
can be purchased Thus for a sterling bill of £1 000 Ps 13,333 o S 
will have to be paid But if a long sterling bill is to be 
puTthase 1 the same amount of rupees can purchase more than 
£ 1 000 because the purcha«er will be put in possession of 
funds after a long time but he will pay rupees immediately 
Hence the seller must give more of foreign currency for rupees 
wlueh lie receives immediately But when the centre quotes 
in home currency the short rate will be above the long rate 
Suppose 4 36<J dollars to £ 1 is short rate A bill of £ 1,000 
can be purchased for 4 S66 dollars Hut if it is a long bill the 
purchaser will git funds after a long time but will pay dollars 
immediately Hence be must pay, sav, 4 dollars for every 
pound The latter u the long rate which is below the short 
rate 

It can be easily understool now as to what is meant by 
nsing and falling rates of exchange Wien a centre quotes 
the foreign currency, the rate will nse when less of foreign 
currencv can be purchased for the same quantity of home cur 
Tency This will be expressed by a falling quotation If m 
India the par of exchanges 1 G to the rnpee and suppose the 
•current rate of exchange is 1 o to the rupee this means that at 
the latter rate a rupee can purchase less English t nrreney than at 
par an 1, therefore, the rate at which sterling is purchased has 
n«en If the prevailing rate is 1 7 to the rupee it means that 
-one rupee can purchase more of English carrencv than at par and, 
therefore this means a fall in the price of English currencv 
Hence nsing quotation in snch a case means a fall in rate If 
the quotation is in terms of home currency, a raing quotation 
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means a rising rate, for this show-, tint more of homo currency 
is to be paid for the same amount of foreign currency than at 
par , a falling quotation, on the otlur hand means a fall in the 
price of foreign currency, for less of homt currency is to be paid 
for the same quantity of foreign cumncv than at par or m 
other words, foreign cnmncy can bi cheaply purchased 

Vi e now come to favourable an l unfavourable rates of 
exchange The rati of exchange is unfa\ ounblc when the homo 
currency falls in value in relation to the foreign currencv e g 
1 fi=one rupee nt par and if the prt vailing rate is 1 i= 
one rupee, the value of the rnpet hasfilkn Lxehange under 
such circumstances is nnfavourabl mr more of the home cur 
rcncy is to be given in evch inge for flu «irne quantity of foreign 
currencv than formerly In ia«c of i country giving the 
quotation in foreign cumnci a fall in tin quotation implies 
unfavourable exchange In iase of i untre gmng tho 
method of quotation in firms of home currencv a fall in quota 
turn implies a favourabh ixihaiigt and a rise in quotation 
denotes that the extlinngi is unfaioiinlle from the point of 
view of that centre for in th» fomu r i i«i h s of home lumney 
can purchase the same quantity of fonun uirnncy than 
formerly and in the latter case mon of honn ciimney than 
formerly is to be given for thi sauu quantitv of forugn currenca 

An unfavourable or a deprcuatim, ixihangc stimulates 
exports and a favourable exchange stimulates imports If 
exchange is unfavourable to Indn tlnti the ratio goes down 
to 1 5 from 1 0 to the rupee exports will increase Because 
if in Fnglmd goods sell for 1 5 d tlu f means the Indian ex 
porter will get a rupee where is if it is at par In will get a rupee 
if the goods sell for I ftl Obviously if the prne level remains 
unchanged in England, unfavourable cxrhange wall be a sort 
of bountv to ixports But if exchange is favourable imports 
wall be stimulated and exports cheehid lor if the exchange 
rate is prevailing at 1 7 to the rupee Indians can purchase 
more goods for 1 7<f than for 1 Gd but wall have to pay onlv 
one rupee Obviously, a favourable rate stimulates imports 

A depreciated paper currency does not alwavs net as a 
stimulus to exports and a check to imports But when paper 
money depreciates two phenomena appear — a general rise in 
prices and the specie premium If the specie premium is higher 
than the general rise m pnees inside the countrr, exports are 
stimulated because the exporter bv selling in a foreign gold 
market gets more of the current paper money This tendency 
promotes exports still more for their prices n»e in tho foreign 
country If the specie premium is lower than general pnees, 
imports are stimulated because the importer finds it easier 
to pay for his imports 

W e have so far considered the state and determination 
of foreign exchanges in pre war days The abov e wall also hold. 
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jrood of cases which are normal and w ben there are no violent 
disturbances caused by monetary phenomena such as took 
plate dnnng the war of 1914 1019 Senotu complications 
aro^e dnnng the war m the foreign exchanges owing to different 
monctarv svstems in different countnes Exchanges were 
dislocated and speculation of the worst tvpe set in 

The war penod was marked by a very great rise in prices 
brought abont bv an increasing circulating medium This 
increase in the circulating medium was inconvertible paper 
monev in all the European conntnes and s]>ecially in the 
belligerent ones Fven where tins piper was convertible into 
gold the melting and exporting of gold were forbidden or were 
p< rmitted onlv with the sanction of the governments The 
purchasing power of gold also fell throughout the world, because 
its sopplj for non monetary sources increased enormously 
\ot onlv this but the supplies oi good* and services fell const 
derablv because of war disturbances and, therefore, the nse 
in prices wa* accentuated still more The mam cause of the 
dislocation of foreign exchanges was this extraordinary issno 
of inconvertible paper money coupled with the soaring prices 
brought about bv it l nder these circumstances, the tradi 
tional methods of regulating foreign exchanges emploved bv 
vinous governments failed uttcrlv to give relief The 
following wire the methods emploved to regulate foreign ex 
changes and their object was to have a favourable balance of 
foreign trade In order to come to specie basis But behind 
them was lurking an important failure to see tint the favour 
abb balance of t*aele or the escc s of exports over imports is 
it«eU the cou«e qcence of lowered prices which can be achieved 
bv getting nd of the incubus of pi] er money 

fl) One o r t’ie«e methods was tup policy of exchange 
pegging followed by the I»nti«li Government "The British 
Govirnmcnt appointed Messrs Morgan A. Co , as their 2»ew 
Tork ig**nts whose business was to purchase ill foreign ex 
changes or foreign hills of exchange at 4 7C dollars per pound, 
a pme of pounds which was higher than free market condi 
tions would hive brought about Barge funds were required to 
carry on the se heme, because when the price of foreign exchange 
wa» kept it ft higher level tl an free market conditions would 
haw ilfowcd, more foreign bills w, re offered for sale in '»cW 
\otk The e luu U were obtained bv compulsorily acquiring 
t* c dollar «x:antits hi 1 1 by British investors and selling them 
in IV market Or these securities were pledged with tbe 
\m* man Government which on their strength allowed credit 
to the 1 nti«h Government The di'hcnJtv of the situation 
was this that the j«oliey encourage i »mpor*s and consequently 
the amount of. varments wbss U«vw \\ further ■ptAiti vA 
import restnclions was fo*I j« cl This reduced the strain 
on t! e resources of the Borernment Even then the policy 
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could not be continued after 1919 and the stoppage o' the 
polic> sent the dollar sterling exchange to $ 4 46 £ 1 very 
soon 

(2) Another important device was to fix the price of 
foreign exchange (foreign bills of exchange or foreign currency) 
inside the home countrv at a lower level than could have been 
brought about bv free market conditions In other words, 
the value of home currencv in terms of fortign currency m the 
home country was fixed higher 'ban was warranted by free 
market conditions The intention was to enable imports to 
come more cheaplj than woull have Icon tin case otherwise 
Suppose under free mark* t conditions one unit of the currency 
of country A is cqnal to one unit < f tin currencv of country 
3* hut if the government in countrv \ fives artificially the 
value as one unit of V=2 units of B this will increase imports 
into V country from B because „ units of tin currencv of country 
B will purchase more goods in countrv B than one unit of it 
Hence if the value of \ scurrencj is artiticialh kej t high nrj orts 
into V will be clieaplv brought But the difficulty will be that 
more mpans of pavment will be necessity when imports will be 
stimulated and this was what Impelled durin,. flu war There 
was lack of means of pavment for men asm'’ imports The 
alternative to the cumncv authontv was to raise the price 
of foreign exchange and admit that its e urrency was w orth really 
less than its official \nliu \nother alternative was to 
restrict importation so that the dunanl for foreign currency 
might be reduced 

lurther, wc have seen fornierlv that if tie exchange 
rate differs at one and tl e same time in different places 
forces will be set in motion to equalize it if it is left to itself 
Speculation will sit m till it comes to equality in two places 
"Now fixing the value of the home current-} lugh in terms of 
the foreign currency inside the countrv overlooked the fact 
that in the foreign centre also thin was some value of the home 
currency in terms of tlic cumncv of tli foreign centre which 
was fixed by free conditions in the market That led to arbi 
trnge speculation described previously and Increased the eliffi 
cultus of the currency authority winch fixed the value of home 
currency high inside its own country There was a great 
deman i for foreign currencv for spcculativ e purposes and the 
government liad to differentiate between legitimate and lUegi 
timate demands for foreign currency Proof was required that 
commodities had been actuall} imported and that the demind 
for foreign currency was genuine Irom this it was an easv 
step -to place restrictions uion imports to reduce the demand 
for foreign cumncv , 

(3) Gold exports were prohibited partlv owing to {oil 
tical reasons and partly owing to sentimental and psveholo 
gical reasons But tins could m no way allaj tl e situation 
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this device cannot improve foreign exchanges for if more money 
remains in the country, this will raise the pnce level and increase 
imports The canse of the depreciation of mono is not its 
export bnt its ov er issue which mu>t be prevented 

All the above and the like devices fade 1 to control and 
regulate foreign exchanges daring the war because they neg 
lected the mam cause of the depreciation of paper money It 
is the over issue of paper money w huh is responsible for high 
prices and for increasing imports These devices were followed 
because it was thought tl at the creation of a favourable balance 
of trade ecxcess of exports o\ er imports) would improve ex 
changes But the balance of trade could not be favourable 
with the policy of inflation and it was tlm that ought to have 
lieen prevented 


The Theory or Pi bciiasiyg Power Parity 


Wc now come to the theory of purchasing power parity 
commonly associated with the name of Gustav Cassel a 
Swedish Professor of the L mversitj of Stockholm W e saw above 
that the main canse of variations m exchange rates v as not the 
balance of trade but the level o' prices because the balanco 
of trade itself was determined by the lc\cl of prices within 
and without the country In other word* the level of prices 
is the main determinant of the l dance of trade \ lugh price 
level msido a country *u> compared with the price level outside 
will stimulate imports an 1 check exports and make the balance 
of trade unfavourable which will came the value of the home 
currency to depreciate in terms of the value of the foreign 
currency V low price level mside the country will pro luce 
Tivcrte effects and will make exchanges favourable to the 
country in question 


It is thus clear that giving allowance for the cost of trans 
port and the taxes on imports and exports tl e same articles 
will cost tl c same amount in all countries which arc in touch 
with one another If prices of the same goods are higher in 
one country than in the other bv more than the cost of trans 
port, the goods will be sent frt m an area of low prices to an area 
of high prices or from a place wl ere t! cir v alue in terras of money 
is low to one w 1 ere it u high In the » rea from w Inch goods come, 
the value of money will fall for each unit of monev wall pur 
chase less than formerly as k«s goods will remain in that ana 
In the. other ana the value of monev will n e because one 
unit will purchase more than forrocrir Therefore a uniform 
price level will tenl to be e tabled ed in all tl c«e areas If 
they all use tl c same inomy, money will move from tho places 
where its value is low or which comes to the same thing where 
1 rices arc high to those w here its value is high or prices are low 
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It n tlictn ca*y to ^ tha* tbe value of money of one 
of tb<w count rn i In tern* of that of the other will have » 
dtflmli relation to the an ount of the tool' it can hnv or * the 
nditive vain* of their nionevs will tlejnnil upon their rib tire 
puriha'inz power The rite of exchange between the enr 
renci i o' thm countries mil b* rn the name it** 10 fn w hieh 

thtir price I* vein *ttnl Tbi« it the Iheorv o' purchasing 
j»ow»r fnnM Mini the currencies of tlic worl I were all on a 
e«l ! ln*i* thur n h‘ire value d« i* ndrd npon the sftna* amount 
of pol I until which the tinit of each currency contained aB< * " 
at anj in irn«nt it was not so n oner t«nl to move quite freelv 
from on plico to another Tim common mra«ore cevcd to 
b* eHictiK under di**ennt Inconvertible paper system* 

To txplain it in another wav the theory is tb*s • (1) The 
purchasing power of an inconvertible paper rurrepev within 
it* own border* depends npoi the currency policy of the ton 
trolling aiithontv (.1) The purchasing jc>w»r of an incon 
\ertible jeijicr currenn outside tin polit it al boundaries of the 
country depends upon the ruti of (iclnnp betwun the 
home curretuv anil tli foreign cumocy multiplied by tie 
pufc’ia.«in4 power of th< forugn cummer in the foreign 
country ‘'oppose we want to know the jurrha* ,n g powerof 
the enrrenev of country \ in goods in*country It Convert 
V * currenev into B * supposing one unit of \»2 units of Ji 
I md out how much 2 unit* of B will purchase To know this 
wc ahull have to iroltiplr the price per unit of o commodity 
bv the number of umt* m question of R t currency Thus 
we shill lie able to find out the external value of currency. 
(3) Lnder condition* of equilibrium the internal and external 
purchasing j>owers of the currency of a counter mult be the 
'same giving allowance for the cost of transport If that b 
not so at a particular moment, force* will operate to bring 
about equilibrium (4) From the above (1), (-) 3nd (3Jit 
follows tint tinder condition* of eqnjhbnum the ratio of 
exchange between the home cunency and the foreign currency 
must be equal to the ratio between the purchasing power of 
the home currency at home and tbe foreign currency in the 
foreign country “ Tins ratio between the respective home 
purchasing powers of the two currencies i* designated their 
purchasing power parity " 

'Ve shall go a bit further into the question and observe 
that if the price level in one country is higher than the pneo 
level m other countries, exports will not be made from that 
country unless the depreciation of its currency in terms of 
the foreign currency compensates for the nse in pnee in that 
country Suppose the index number of commodities in 
country A is 150, exports will bo made only xf the deprecia- 
tion of its currenej in terms of the foreign currency is 50 per cent 



12 -' 


• i rrr w r * f/i a v nrrcr 


an l p ■nj le mw thinV thit tin valncof their currency w 111 fait 
Mill mure Tl*r*forr the} mat- rj-ci nlate »rsd yrrcha** in large 
quantity* tl < foreign ftirnttM which IVt think it 111,* Jr to 
a| pr«-< t it* It it ihit * tjx-f'tiitfjn of a f i rtl cr f ill in it* *»!• <* 
owing to • xpeot'd rontt'mwl inflation vrhlrh will in<li c«* iwopb* 
t*» npor» th»ir lantnct at th* pr*-ttdhrg rate anl thu *111 
r-iuv a forth* f ill >n flu rite < f rt< 'nn;f Taking th'* abort* 
Dgurm »h»- 'ini’* ng ») until Ik* tfu ji-if u* rxrtiinrt — - 


tn I 


I »•- «>* Tirl «n<- AftijtJ rnt 

I un 'ill 2 « f t to' t-lj of 


Thus utiiil r*t« of etching • difbr* fro”! th* par of ex- 
thsn„ a* shown bribe pimhn* ng powir parity \ s currency 
i» und* r valued It mar lx lx-cau«e poojte of \ rnav l>»hev** 
IK »t furt h> r inflation of th* tr munlrr * * nm-'u-y will take place 
and it* vain* will furtlcr fall Tint w.11 i**iluo*i them to p*t 
po **««mn if fin fort iso rtimney in<xrha«:p for th*ir tmir for 
thijr fi nr exjwct th* 1 it t« r * Inflation anil tin ron«equ*3t fallfn 
tin va'uc of it* unit will lx n urh but Tl it will mairs greater 
demand for foreign rnmncv in A thin it shouil and hence the 
value of It * mm nry must n»e nion than warranted by th** 
rtlati*** pur-ha«in? power Tin* #atn* rciwi it n-rpti'wibl* 
for a crtator fall in the value of (under rain »tion A * currency 
tliati indicated hr th* pun-baxing yiower pantr lint wc should 
not misunderstand thins* ami should not regard aperulaUon 
a* the rause of the depr* elation of th* value of \ a cumney 
in relation to It* ctrmney mon than <!• noted hj th* Mative 
purchasing power of the two currinnes in their own countries 
Tl i* will be tantamount to (lacins the cart before the hor*e 
and mistaking th* efbet for the cause (nr thi cause i* tnorr 
and continuid inflation which I* rr*pon«ibl< for up, culation and 
not the othrr way round The prevention of furtliir ml'ation 
will improve thefomgn txrhangi ami will pnv*nt *n*>cnlafion 
Thde conditions till ntently wer* aj.jbeable to the rumn'ics 
of tin contim ntal countries and the mark, the lira and the 
franc wire under rained in tmns of the dollar because of the 
above nnntiomd reason* 


On the basis of the pre*ent theorv. alternative explana- 
tions can now b< gin n of thecxihanse methods followed during 
the war to improve « xehangrs I xehanpi pegging, for inland, 
enabled the iiu jxjrtimr country to keep its pnw s low and to raise 
pn«* m the U.S A , becau** at the higher rat* of exchange 
artificially maintained, imports wire stimulated into Fnzlnn I, 
.“J*\°T rr of th0 'Sports and holier of the 
tb '' n won,<! h ' u * l*en the case otbtnnse. 
?. 15 r," l* a,, *y «»»f moved closer to the 

Tifn^ L ? t 5 ?”" Griped Anvncan pnc»* to go up to the 
IXi ™ *i prtrentcil the latter to some extent from 
n in„ up In the absence of tins policy equilibrium would 
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base born established by a fit! in Furopoan exchanges and 
"would hare wiped out the profits of silo in the high priced 
Furopcan countries It must le notid that the purchasing 
power parits correspond* to the poll parity of the prewar 
davs with this diffironct. that tlu purchasing power parity 
liU the other one is not a fixe I \ ar The rate of exchange and 
the purchasing powtr par must come to a state of equilibrium 
hut not neceimn!} bs movements in exchange rates only 
The purchasing power pants maj }>ermnncntlr change if 
th rc lathe price lewis elungt pennant ntlr because of 
certain causes Such aoatacljsm as the war may set up 
a new cquihbntitn position Then niav for example be a 
change more or hss j*ennan«nt or at I ast as prolonged as the 
reparation payments in the r latiw etching values of Ger 
many a exports and import* itsjectiveh or of tl oso German 
products and serwees which enter into international trade 
and those which cannot Or a^ain tic strengthening of the 
financial position of the l ^ \ as against F urope 
mar have shifted the ol 1 equilibrium in a direction favourable 
te> the ITS \ In such ca* s it is not correct to assume that 
the coefficients of the pure! a mg power j ante calculated 
as they gtncrallj are by means of the relative variations ol 
index number* of generil pirchasing power from their pro 
war levels must ultimate I) approximate to the actual rates 
of exchange Or tl at internal an 1 external purchasing power 
most ultimately bear to on another the same relation as in 
1913 


If however, tic fluctuations of the purchasing power 
parity nr different from the fluctuations of foreign cxcf anges 
this shows that changes in the jrires of the two sets of com 
modifies which rcspectivelv lo an 1 do not enter into foreign 
trade are going to take pi hi "ooncr or later tho pnrehas 
ing power pantv anl the rate of exchange must come together 
again— either foreign exchanges mav come nearer by a move 
ment in it or it may be tl e other wav 

The importance of the purchasing row er parity theory is 
that it regards th internal purchasing power as a more trust 
worthy indicator of the value of a currency than its market 
rate of exchange It is t ccau<e the internal purchasing power 
quickly reflects the monetary policy of the country which is 
the final ditirmmant Therefore if exchanges are. to be : 8tabi 
hied, price levels must be stabilized first 
of i met reqniris two conditions to bo I erformed Tirst v, 
inflation must be prevented and no more paper money most 
be issued and secon fir, prices must be a ^ owe '); a 
°wn level without any hindrance Snt if f ,,n de^ 

to find thur own level how to deal with the problem ofu° d( r 
valuation of currencies t There are different degrees of 
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inflation in different countries and if a poker of deflation is 
followed the deflation in the countries in which inflation has 
take n place to a greater extent most be much more wluct 
wo ild remit in a very sodden and extreme fall In prices 
T1 e policy of deflation is not desirable in most cases 
Devaluation or stabiUx ng the internal pnee levels wherever 
they are and preventing further changes in them seems to be 
a better policy This means that the fluctuations of 
exc! anges are likely to be much greater m the post war 
period than in the pre war times 


Exchange Fates Between ^elvee and Gold lsing 
Colnteies 

The foreign exchanges between gold countries depend 
on the equivalent of different gold corns Thus one English 
pound contains as much gold as 4 American dollars There 
fore the par rate between them is £ 1 — St 8 G 0 Bat all coun 
tries arc not on a gold basis Obviously tinder snch circom 
stances there is a complication in the foreign exchanges Such 
a state of affairs is possible when one country is on a gold basis 
and the other country has a resort to inconvertible paper 
money or when one country is on a gold basis and the other 
on a silver ba=>is as India was np to 1893 and China is to day 
This leads to the phenomena of dislocation of foreign exchanges 
We have already considered the case of countries having 
resort to inconvertible paper money and shall see now how the 
rate of exchange is determined between the currencies of two 
countries — one on a gold and the other on a silver basis Prior 
to 1893 the English exporter who had sold goods to an Indian 
merchant had a bdl payable m sdver and even now the 
English exporters have bills of exchange payable in silver on tbe 
Chinese importers The Indian exporters prior to 1893 had 
and tbe Chinese exporters still now have bills of exchange 
parable m gold on English importers 

Two sets of factors determine the rate of foreign exchange 
under such circumstances ( 1 ) The balance of indebted 


ne»s or the relationship of exports and imports determining 
the deficiency or exce«s of bills in two centres required for making 
payments will be one factor If there is a greater supply of 
gold bills in China than there is the demand for them they 
will sell at a low pnee in China On the other hand silver 
bills on the Chinese in England will sell at a high pnee This 
will be the case when exports from China to England exceed 
the imports into China from the latter country Bat should 
imports into Cl ina from Fngland exceed the exports from 
China into England the demand for gold bdls m China will 
be peater than their supply and gold bills will be sold at ft 
high pnee Conversely in England there will lie a greater 
supply of silver b Us on China than there will be demand for 
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International Trade 


Tin {resent is tie age (if gjwcidiMfion and of division 
of latxmr Individual* groups t * In liri lual* an! nations 
«m on tin art nit ten for whMi they are l**t fitted ly 
mining uni natural ajfltule Tim j rexluce* pood* In ■wlilch 
th ir la be or i* n o*t ePir-tcious and pet in exchange for then 
arti In [rodne-cet !v other* I v*ry!>ody atmll to pain In 
tin wu\ Tim i* tb* cue with nation* alto ^one conn 
tra* a sp* riilu* in tin production cf Mini conimoditlc* and 
m!| tl *< comnoditle* in cxchang* for nllur* which ran be 
n leant ngeou«h prelud'd ei»ewh«re No country of lie 
uiHI is mII sufi cm nt to daj in t! c production of conttnodt 
tie* tired by Irr jh-o|1< I \<rr country exports tin 1 import* 
a Iirpc n titular cf comnieulities Thu inlcrc! angr* of cororoo 
d it ir* between nation* nnd countries i* coIIm! international 
trad* its extent an 1 inipnitul* hare Ixe-n continually in 
creasing beeaniw* of men using *p« cialirat ion and intenlcpcn 
dome Owing to various interim n* and improvements in 
the arts and methods ef induction and in transportation faei 
title s, the rntipe of rommoditn* that enter into international 
truU has increase*! consi lerahly 


Tie* cause* responsible for the exports nnd import* of 
diiTerenl commodities for different count ms may noiv be eon 
stirred India exports raw materials an 1 partly mannhietiif 
od pood* nnd imports mainly manufactured nnd Semi 
manufacture-el poods *-imilarlr, i n lands e xports to various 
countries of the world consist of manufactured poo*li of 
various tvjn-a and her imports consist munly of fool prodn-ts 
and raw materials Then are certain factors responsible for 
tin* state of affairs In order that n commodity *hall be 
exported from one country to another it must Ik* somewhat 
cheaper in the exporting country an 1 it should Ik* so cheap 
as to be ar at I oat the cost of transport Thu* onlv those com 
irodith* are export e-el from a country whose prices arc lower 
than in the country to which they ail sent These thin"* ore 
those in which labour » effectively • mployre! In other word*, 
a country exports those commwliti s in which it has a com 
paratirc advantage an 1 imports those which if produced with 
5 *?• tty™’ * I ,ncc 1 of prod icing t lie latter 

and II has a limparative 

dtaaili antage in tb« production of ,uoh commodities 

„ “ “ * 'TS™ , Itth watos anil Id pnM 
ffo toother and that lo»- wa E cs and low pneis ore ala ays 
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consistent Tins view is wrong America exports wheat to Fng 
land and Pngiand exjiorts cotton and iron and steel poods to 
India In America money incomes of the producers are high and 
n age earners are also acre well remunerated and so is the case 
with British producers and wage eami rs Thus high wages and 
low prices can go together provi led tin productivem ss of labour 
is great A high wage rate is no obstacle to low prices and to 
exportation provided labour is scry effective in the prodoc 
tion of goods concerned III h monev wages without effec 
tiveness of labour will mean high pnci s and wall prevent ex 
portatton unless the State intirvems Tlio ] roducirs of those 
commodities in which labour is nit i ffectivelv employed will 
find it difficult to meet foreign competition and may even bo 
undersold by foreigners in th former s own country 

India, China and Brazil export raw ] ro lace and in these 
countries money wages are low ami labour is also com para 
tnely inefficient Tho\ import manufacture 1 goods prorluc 
cd bv effluent and highly paid lilonr Tluv export those 
things in which their labour is pcrlajs ineffective but is less 
ineffective than it would bo in making textiles hardware and 
other manufactures They export those thin s in the making 
of which they have a comparative advantage that is thoso for 
"hicli, In their own borders labour is most effective Tuns 
incomes and wages mav 1 e lii<di or low within a country those 
commodities in which its labour is most effective are com 
paratively cheap anil are hke.lv to be cxporteel The causes 
of effectiveness of lal our may be elue to climatic superiority 
or other natural circumstances They may arise from skill 
and aptitude or they may depend upou the availability of lest 
tracts of fertile land, cheap railroa 1 transport intelligence 
of the proelucers etc 


Thus commoefities which arc cheaplv pro luced m a country 
Jill be exported from it and any cause which mal cs a con mo 
ditv cheap acta a3 an a Ivantago to exports Exceptionally 
low wages of a particular kind of labour make a commodity 
cheap and promote exports The labour may not bo very 
effective, but exceptionally low wages are conducive to low 
prn^s and are a sort of comparative advantage For instance, 
m Saxony an 1 Bavaria, tbero are congeste l districts v her© 
people are w illmg to work long hours for very low wages and 
oence toys and some sorts of textile goods are made and ex 
Ported from the so places Similarly m I ngland in the chain 


' The State may grant bo nties or gn ctl er cone -xsions to the 
RiirK Cers *° on able them to export goods to foreign, count nes In 
C!W „ e ? low effectiveness of laboi r I lgl wages ant exportation 
eM t1 P H R3lbIe but this will contii ue only so long as tl e ‘-tate contim es 
e animg concessions or m course of t me labour si ni 11 become effective 
* Taussig Principle* of Econo ie» t ol I p 4S3 ID’S FI t on 
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making and lace-making industries exceptionally low wages 
bnn<’ about exceptionally low prices Thus specially low 
wagi s and a specially effective labour work in the same direc 
tion an 1 j romote exports 

It most be mentioned that generally low wages of all 
chs ts of labour in a conntrv will not promote the export of 
con modifies prodnred bv low paid labour There is a com 
n n n tion an ong pcojle that commodities j reduced bv low 
pai 1 labour w ill lea 1 to under selling in all goods In other 
word* goods rrade bv exceptional]" low paid labour will 
ilwivs sell tleaper ttan goods produced bv well paid 
labc nr This idea is wrong and if this wonld 1 ave been 
true there si oull always have teen onlv onesided trade 


lx tween countries where in some wa^es ire exceptionally low 
anl in others they arc high In India and Japan wages are 
lower all rounl than in Vmerica and Fngland and still the 
former two countries import a large number of commodities 
from the latter This fact can !*• explained by taking an una 
ginarv illustration ^oppose two countries India and Fngland 
to enter into trade relations su ldenly there having been pre- 
viouslv no trade between tl em If money wages are lower in 
India all round an 1 all goods there are cheajier money has a 
1 reher value in India than m Tngland and goods will flow to 
Fngland anl specie to India Trade will move thus only one 
way The flow of specie into India will send up wages anl 
pnccs will fall in Fngland This process will continue till equib 
bnura is established But that equilibrium will not necessanlv 
be reached at a stage of eqnat wages in the two countries and 
this will not lead to equality of prices m both countries As 
prices rise m India it will appear that prices of certain com 
modifies do not move up to the level in England of the same 
commodities These are commodities in which Indian labour 
is most effective or where wages are exceptionally low These 
commodities will continue to be exported from India even 
alter a rue in general wages and prices has taken place 
Jreverse will be the case m England where 33 a result of the out 
flow of specie wages and prices will fall Prices of certain 
commodities in England will fall below the Indian level and 
these commodities will be each m which English labour will 
be very effective or where wages are exceptionally low These 
SS.H’SS . l* 1 *®?** to Iadla other words there can 

barmy be such a thing as continue 1 underselling m all goods 
£Lw St CCrt . a tt 1} ' ** an «l°a^ation oral approach to 
t , heTaI “ e of money m the two countries 
^untrf^i.n. ^ vel °P meDt imports and exports each 
^ose things in wluch it has an advantage and 
£ i3S t <hsadva nt«ge Of course no 

<*££5* 5 "" aM * md an4 ,h ” 
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It Is clear from the principle of comparative cost or com 
paratwe advantage that a country may import even those 
.goods which it can produce more cheaply than the country 
from which they come A country may be able to produce 
two commodities more cheaply than another eountrj , but still 
one of them may he imported The reason is that the former 
country may be able to produce one of the two commodities 
more cheaply than it can produce the other commodity The 
same quantity of labour and capital may give a greater yield 
•of one commodity than that of the other It will be paying 
and consequently more economical for a country to produce 
that commodity in which it* advantage is greater and import 
the other in which its ads mtage is less The U S A may pro 
duce hemp more cheaply than Russia, vet hemp 13 imported 
into America from 1 ussia The reason i» that labour and 
capital may bo more advantageously eraplojed in the prodne 
tion of other commodities and it is to the interest of a -ountry 
to turn its labour into the moat advantageous channels An 
able business man may be able to do the regular office routine 
work more efficiently than lus clerk but none the less he 
■delegates that work to a paid secretary It is because he should 
■con&o himself to the ta->k of management planning and 
■organization m which he has peculiar obedience and which will 
paj him bettor This is known as the Lau of Comparative 
lldcantige or Comparatuc Coit 

Very often international tride cannot be explained m this 
way Usually there is an absolute advantage on both sides 
■One country can pro<lacc a fen commodities more cheaply 
than another and the former will import those com 
modities from the latter Brazil for instance can produce 
■coffee more cheaply than Ymenca can and Indiv can produce 
jute more cheapls than otlur countms That is why these 
commodities are exported 

There is a difference between the basis of gam from inter 
national trade according as it rests on differences in comparative 
■costs mcrclj or on absolute different s as described abose 
In tho case of absolute differences in advantage $ e where one 
country has an absolute advantage in the production of a com 
nioditv over another, exchange under all cases will be to 
mutual ads antage, but m the case of comparative advantage, 
the existence of trade and the gam from it depend upon tho 
iact that labour cannot freely nioso from one country to 
■another This movement of labour is not possible because of 
the ties of language, nationality, religion, attachment to one a 
kith and kin and because of difficulties of ignorance, poverty 
and legislation , 

From the abose discussion it should not bo inferred that 
a country produces only those commodities which it canuot 



Cl Itlf\cr l\l> COitXFPCE 


130 

import or that whatever articles it exports are supplied 
exclusive!} to other countries The same sort of commodities 
roar be produced at liome and imported as well That is, 
international tradi is competitive an i not always complemen 
tarj The riasons an firstly, commolittcs arc produced 
under conditions of diminishing returns or of van ing C03ts 
Wheat is exported from the L to Fnghnd and Germany, but 

a part of it can be grown in Fngland as cheaply as in Vmiriea 
Tngland and Germany will be at an advantage if thej raise 
wheat from good sourcts of supply, but if the margin of cnlti 
ration is pushed down and wheat is raised from poorer sources 
they w ill not be able to hold their ow n \s all the suppties cannot 
be raised from good sources imports are naturally made A 
portion of the suppl} comes from domestic production, hut a 
large quantity is imported With manufactured goods the 
case is somewhat different because here commonH there are 
not the same sort of limitations set up b) nature to the increase 
of supply at constant cost Some division of field is likely to 
take jhce here also and between different istablishment* there 
are some causes of variation in costs These forces- 
though not p< imam nt are responsible for variations m cost for 
considerable periods In times of rapid changes the period of 
difference becomes long because before equality of cost Is 
reachi d between different establishments, there may be an 
invention somewhere which will he responsible for differences 
in costs Some establishments may thus be able to meet 
foreign competition and others may not V part of the supply 
but not all will be imported But the division of the field 
between foreign and domestic manufacturers is less common 
and less likely to persist than such division between foreign 
and domestic producers in extractive industries 


Secondly, competition is often more apparent than real and 
costs of transport, tariff barriers and national sentiments may 
make competition between two conntnes less unequal and 
may lunif the extent of profitable market available to them 


Further, a lack of knowledge regarding the potential 
capacity of a nation to produce goods does not exist in any 
line o! production The knowledge of industrial possibilities 
grows only slowly and experiments are made to discover the 

productive capacity of a country for a particular class of goods 

Fvery new industry requires some initiative and energy of some 
*“““*• T’* ,t \ are VKpand to take risks These forces take a 
considerable time to operate but they tend to «ecure the 
ultimate distribution of industries m accordance with the 13 W of 
^ t pDdenc y « there but the forces or 
wadSi tr0n ° tbat a Potion of equilibrium is seldom 
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The Gain from International Trade 
The extent of Ram to a country from international trade 
•depends upon two factors firstly the terms of international 
exchange and secondly, the effectiveness of its labour m 
producing exported comrno Iities Both these causes are 
responsible for bringing about Ju<di or low money incomes as 
the case may be and con equentlj, a greater or a less gam by 
the purchase of foreign goods 

The prices of goods which enter into international trade are 
the same m all conntnes giving allowance for cost of trans 
port Money incomes art different and the gam from mter 
national trade is consequently unequally divided The English 
for instance buj various classes of goods as cheaply as the 
Indians and having higher money incomes to purchase both 
these cl is ts «f goods they benefit more from the trade than 
Indians do 

The country whoso exports art most in demand in other 
countries and which itself has little demand for the imported 
goods that is for tin i sports of other countries stands to gam 
mo t from international trad* whereas a country which has 
the most insistent demand for the exports of other countries 
gains least from international trade The < stent of the 
share of the gain from international trade to a country depends 
upon the marginal utility of imported „oods to its people and 
■the marginal utility of its exported goods to foreigners 

This is brought about b} specie movements and its dis 
tril ution and by the equalisation of international payments 
If the demand for English goods in India increases at current 
prices — formerly there being a state of equilibrium — 
sjecie must (low from the latter country to the former The 
result will be that prices and money incomes wall fall in India 
and rise in England lUimatelv there wall again be a state 
of equilibrium The higher prices of English goods will check 
exjorts and the lower Indian prices will stimulate an increase 
■of exports from India Money incomes will be higher in 
EnHaa 1 than in India and Indians will lose as consumers of 
r nglislt goods because they have low incora s and have to pay 
1 igh prices for Fnglish goods and as consumers of Indian goods 
Englishmen will gain because the\ have high money incomes 
and tl e prices of Indian goods fall Tims an jncrea e in the 
-deman 1 for 1 nghsli goods into India will cause In bans to 
gam le s from the trade between the two countries and wall 
enable Englishmen to gam more 

The appearance of a new article of export in the foreign 
trade of a country brings specie into it nu«es incomes and 
prices thcro and reverse conditions prevail m the country to 
which the new article n exported The importing country wall 
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gain less ly having to jay somewhat higher prices for other 
commodities of tie exporting country and hy haring loner 
money incomes to pay for the imports 

Tie obligations to make other payments as travellers ex 
pen«ti interest on accumulated debts freight charges and the 
like ?3ve similar effects The conntrv making payments is 
hkelr to be in a wor«e position with nganl to gain from its trade 
with other countrus Th<* flow of specie from tl c country m 
question wjD lower incomes an 1 prices and then fore the advan 
tage from international trade will decrease The necessity or 
foremg n ort exports on forngners causes the latter to get those 
commodities on better terms and causes the domestic consumers- 
m tie remitting country to get forugn imports on somewhat 
wonc terms 

Tims a country s share in the gain from international 
trole depends on tie play of reciprocal demand The more- 
insistent is the demand for a country s pro incts in other conn 
tries and the less insistent is its own demand for the products- 
of other countries the greater then is Us pain from international 
trade 

It i* not really the rue or fall of prices but that of money 
incomes alone which iso! importance The changes m the -value- 
of money resulting from the forces of international demand 
are of real and permanent importance with regard to foreign 
goods only If prices and incomes in general in a country rue, 
it only means the use of more counters in exchange It may 
disturb the relations between debtors and creditors and rising" 
prices stimulate production These effects will Ik* temporary 
People in the end will be no better off from having higher 
money incomes if there is a corresponding rue in prices 
Domestic prices will rue as much as wages and other incomes- 
because of the inflow of specie These verv conditions namely,. 
Ibe cJ aDgw id international trade and the inflow of specie mil 
affect the prices of imported goods in a different wav The 
prices of snch commodities will fall became of the exports of 
specie from the country The higher incomes of the importing 
country will go further In tl e purchase of these imported goods 
and these only In the reverse ea_o, a fall in prices and lncomes- 
due to reverse changes m international trade will affect con 
Burners in their purchases of imported goods onlv, because the 
fall in money incomes will be counterbalanced by the fall in 
their prices Foreign goods will, however, be dear and the gain 
from international trade will fall in buying these goods 

A country gains from international trade only if it takes- 
advantage of the relative cheapness of foreign goods It can 
secure the advantages of higher monev incomes only if cheaper 
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foreign goods are admitted free of dnty, but duties on the 
imports of foreign goods neutralize that advantage 

A second factor governing the gam from international 
trade is tlio effectiveness of the labour of a country m pro 
duuug commodities which are exported 3 W heat growers 
in the USA and Russia sell their wheat m the markets of the 
world at the same price and as far as forces of international 
demand are concerned, the people of both countries gam to 
the same extent But the real cost of producing wheat, 
measured bv the amount of labour needed to produce it in 
both countries is different It is much less in the TJ.S A than 
m Russia and money wages being higher in the ISA than in 
Russia the gain from international trade to the people of the 
former country is greater Thus as between anv two or more 


* M Mihail Manoileseo Mini ter of Trade and Industry In 
RouriAZUA and formerl} a president of the Imion of Chambers of 
Commerce an l Industrv in that count n has ncently written a book 
on The Theory of Protection anti It ternatmnnl Trade in which he 
challenges tlic theory of the classical economist** namely, Adam 
Smith Ricardo and John Stuart Mill which i« that internationil 
trade i» advantageous to both partie** and the Author proves that 
in international trade when the exchange tale** place between a tnanu 
factoring countrj and an agricultural country the former gains meet 
and the latter loses most Hi« final conclusion given m the 
preface of the rnglish edition of I is book deserves quotation Be 
writes According to my showing when an industrial product is 
exchanged for a primary and e-pedal!} an agricultural product, 
then owing to the superior prodictlvitv of indu'trv as compared 
with agriculture tl e product of the labour of an industrial workman 
j« a mO«t atwxv® exchanged for the product of the labour of several 
agricultural workmen It in tie mternatunal exchange an 

industrial countrj send.-, to an agricultural country the produce of the 
labour of a t ingle workman m order to buv from the latter the produce 
of the labour of five workmen is the exchange profitable to both 
countries 9 Certainly not This excl ange is unavoidable wl cn the 
produce imported by the second (agricultural) country cannot be 
produced at bon e but everv time that it can be produced there by 
the application of the labour of le«s than five workman the exchange 
ceases to be an advantage to the second (agricultural) country, whose 
sole advantage would be to give op this excl ango and to produce 
at home In this case only tlio first country (the industrial one) 
has an advantage w hit*t the second (the agricultural countrj-) should 
avoid such an unprofitable exchange 

What the Roumanian economist means is that the exchange 
takes place in such a wav that «h wealth produced by one individual 
in a manufacturing industry is excl amrrd for tl e product of -i large 
number of individuals in | nmary or extractive industries In some 
cases the number of men bi longing to the latter category < { industries 
msv even exceed 100 ant one man thus appropriates the fruit of 
labour of several men id. exchange for the res- lit of lus own labour 
\\ hen this thing happens « large number of peopf-* fn backward agn 
cultural countries like India apt arentlv produce less Wealth than a few 
persons m an aivancel countrv like England and international 
trale is advantageous onlv to one party 
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countries comjieting for the Kile of the same article, the extent 
of their pain from international trade depends upon the relative 
efficiency of their labour in producing the exported goods 
V counter of higher monev incomes need not necessarily 
he one of higher (rices also Commodities that enter into 
foreign trait tint! to lie at the saute puce alt the world oeer 
under conditions of free trade prim: due allowance for the 
cost of transportation Commodities wluth are meant for 
domest e consumption vary in prices from conntrv to conntrv 
m spite of tl « extension of international trade and oonipetl 
tion ■'ome commohties are too biilhv to be exported a* 
In k< «t! ers depend upon habit as articles of household furrn 
ture an 1 some are of necessity mi le on the spot where ther 
arc t be u«ed for home accommodation 1 irvmal services 
as if oh of domestic servants, lawyers physicians actors, 
etc are al*o necessarily rendered on the spot 

These commodities need not fie dearer in a country of high 
monev incomes than m a country of low monev incomes pro 
Tided the labour of tl c former country is very effective m pro 
dtiting them Thus those domestic commodities m which 
labour is as effective as in the production of exported goods 
will be relativdv cl cap but tho«e dorrertic commodities in 
which there is no such advantage will be dearer to the extent 
to which labour in their production is less eftctivc Coraroo 
djtics produced bv execptionallv low paid labour will also be 
relativelr cheap 

Items i** Fokeigt Tpxdf 

Foreign trade docs not merelv consist of the imports and 
exports of commodities and there are other items of equally 
great importance which affect the balance of payments because 
they enter into international trade 

Loans between nations form an important item They 
may be contracted by governments or by individuals It is 
usually the bankers through whom these dealings take place 
If the Americans borrow money in London tliev will draw 
bills on London and if formerly there was a balance of imports 
and exports there will be more bills m America for sale on 
London than the purchasers will require The price of ster 
Ting bit's will fall and exchange will fall with the result that 
specie will flow into America as the American seller of sterling 
bills will no* accept less than a certain amount of dollaTJ With 
the help of these credits the Americans might ourelia^e eommo 
ditic* in England and send these bills to their English sellers 
Thus commodities might be imported in p'ace of specie The 
borrower isay use there credits or the poreas&mg power at 
Lome, in the lender g conntrv or in a third eountrv , and in the 
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first instance the loan will bring about tv fall m foreign exchange 
and n flow of specie into the borrowing country 

If this lending goes on for a long tune, a new situation will 
arise Interest pavmtnts must be regularly made bv the 
borrowing country and itnn> lead to an increase fn exports from 
the borrowing to the lending country The lending country 
whieh in the tx ginning had an excess of < xports will later on 
have an txciss of imports Fxjiorts from Germany and other 
countries increased into tht L S \ and Fngland after the War 
in payment of internt on dibt etc anil many restrictions 
on mb mational trade wen imposed 

Tlio lending operations in modern times tale place through 
the sale of seen rities When governments borrow money, they 
Mil their esuUnets of debts and individual borrowers sell stocks 
and bonds In this wav sonic secuntiis possess an inter 
national market and flow frwh from country to country and 
thev ore largely used to liquidate international balances and 
prevent the flow of specie 

Remittances to foreign countries for the expenses of 
tourists and travellers form another class of items affecting 
international trade They are also usuallv settled through 
the mechanism of foreign bills of exchange and may cause the 
flow of specie from the eountrj of travellers and tourists Im 
migrants may remit momj to their relations at home This 
will lead to exports from the country where the immigrants 
are working and living 

Freight charges form another item of the same kind The 
foreign trade of India is earned on in foreign ships and remit 
tances have »o be. made bj Indians on freight account If 
we had not been able to export goods, specie would have to 
be paid in exchange 

A country in which specie is produced is in a peculiar post 
tion and special!} if it produces gold m modern times It would 
regularly receive imports in exchange for gold and if its 
imports from other countries alreadv oxreiil commodity exports, 
the apeue will remain in the country of production 

The difference between the value of comrnoditv exports 
and commodity imports of a countrv is called the balance of 
trade The balance of trade is said to be favourable if the 
exports m value from a country exceed the imports into it and 
whin its imports exceed its exports, the balance is said to lie 
nnfarovrable The mam rca oa underlying these terms is 
that a countrv gains hj exporting a larger money v alue of goods 
as they bring specie into it and loses bj exporting those which 
are responsible for sending specie out Invisible exports in 
elude the gen ices rendered to others for which money is 
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reccivi 1 am! invisible import srrfer to Hip services obtained from 
a Ultra for which mom y hat to be paid 

\tiv wrtnrs and Pmm wrAort of <*noNAX. 

Tkapj 

The idimtasti of fnt< rontional fruit am FirnHar to those 
of the loenlintion of Industrie* anrl of the division of labour 
1 verv rnnntn can injor f,oo!s which cannot la cuily pro 
duced m it and it* inhabitant' cam by Lome able to »•'<* ' lar*e 
sartets of goods Tlui increase' comfort and hajptne«s 
Facto tountn can got a maximum mt return fo r minimum 
< ffr rt and risotirus I»e<an«e it can oirry on the produition of 
thorn gmd» only in which It In' tlu greatest advantage 
Intimation'll trade al«o men ase* tit prodnetno power of too 
world and lead' to a cht apt nine of price* Th« Rourcts of 
*uj ply and demand inerea'e in numb* r anti an a and this can 
lead to create r stability in pruns The interchange of cood' 
promote* tlie interehanci of idea' an 1 economic inter 
deptndtnee create* uhntical interest* which may promote peaee 
and pood will 

PmDVA’STAGES 

1 \ country mas l>c forced to exploit lief n sources to 
the greater advantage of other nations which nnj mean a 
decline in its prosperity 

2 The interest* of the present may l>e Lrpt in siew to a 
great extent at the cost of the interests or the future and 
though it mav be dcsirabh to consent natural resources for 
future needs they may be exploited in the pixsent 

3 Cheap foreign goods may be harmful a* drugs and 
intoxicants are 

4 1 oreign comp< tition may ruin a home industry which 
is very necessary and this may leal to wastage of capital and 
labour because they cannot be transferred easily *° other 
places 

5 Excessive specialization mav lead to congestion of 
population in mammoth towns winch is attended bv grave 
social evils and is also responsible for the deterioration of 
national health 

6 Fxcessive specialization and freedom of international 
trade may be responsible for tying down a nation to hard and 
toilsome occupations , whereas others may carry on more ro 
fined and shilled craft* The tropical countries are in the 
former category and the effects upon the quality of employment 
may not be wholesome 
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Free Trade and Protection 

Thf aihantigis of international trade apply when thm> 
are no nstmtiona on tlit frit mowment of commodities from 
one counlrv to nnotln r \* a matter of fait tluso movements 
of <oinmoditiis ha\e not alwa>s In* » free \t prcsint restne 
ttons on trade hare lx on ha nil m all countries and even 
England liai adopted *»d<hnit<I> protectionist poUcj 

Vinple ivtdtnce «xut« to show the pri a il«nc« of various 
restrutuins npon international tmdi in tin past also From 
tho 11th to the Jstli c*ntun tin aim of the 1 uropcan Govern 
ments was tomcourngt tin inllow of gold and mhtr or pneioua 
mitil* into their <ountrns \u imniH in tho stock of 
precious indih ww ngmhil as hung in the best interests 
of a lunntn ‘'pain and I’ortugil inquired tin posses 
sion of colonns from which they iiwd to import tho precious 
metals and their colonial trade was wr\ a hunt igcotu for 
tin in It increased the wealth and political power of these 
countries an 1 other countries also began to r«gml the 
possession of precious nn tab and of colonies as advantageous 
All possible deMtes ealcnlatid to bnng pn nous metals into 
the country wen followed \Ui it is technical!} known as 
n policy of mercantilism was followed throughout the Middle 
Age s 

A favourable, balance of trade, i e the excess of exports over 
imports was always sought to be. achieved in the European 
countries in the Middle \g»s ns this would bring precious 
metals into a country The following were some of tho devices 
followed to gam tho aboae mentioned object — 

1 Export duties were lowed on the exports of raw 
produce to privent its going abroad This was with tho 
intention that raw materials would be manufactured at 
home and that the export of manufactured goods would bo of 
a greater value than exports of raw produce 

2 Imports of manufactured goods were restricted as 
far os possible by levying import duties Bounties were given 
on tho manufactures of various commodities calculated to 
promote exports which would bnng monej into tho country, 
imports of raw materials were admitted free of duty 

3 Colonial monopolies were established in tho l?th and tho 
28th centuries and colonial trade was declared as the monopoly 
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«f the mother country from which foreigners were excluded 
Colonies were regarded ns fit places to grow raw produce for 
the mother county) and to serve as markets for the latter s 
manufactured commodities 

4 Mapping was encouraged through Navigation Laws 
Fngland followed the policy from the lith to the mi Idle of 
the 19th eenturv The coastal trade and the trade between the 
colonics and the mother tountrv was rt served for the national 
slips in l foreign ships wtre not allowed to handle simh traffic 
It was done because the divelopmcnt of the shipping industry 
woull improve the carrying trade and bring money into the 
country 

5 Fishing was encouraged for tins would obviate the 
difficult} of food for a countrv to some extent and would pre 
vent the outflow of precious metals which would otherwise 
have taken {lace 

6 Population was sought to be encouraged ns this 
would supply labour for industries and soldiers for the armies 

7 Commercial treaties were entered into to obtain 
commodities produced between the contracting parties on 
favourable terms What is known as the most favoured 
nation clause was inserted in tl we treaties according to which 
the contracting parties were to give the same advantage to 
one another as to anv otl er nation thereafter 

In these and various other ways a policy of protectionism 
was followed Thu however, created jia'ousies an 1 national 
-rivalries and was the cause of most of the wars fought during 
this jieriod Tlus pol cy did not succeed m achieving the 
object which was sought to lie achieved through it, an l 
precious metals continued to flow to the Fast 

There came an era of Free Trade from 1810 to 18"0 The 
advent of the Industrial revolution had made mass production 
possible and the various inventions and improvements 
-collectively known by the term Industrial I evolution had been 
brought about in Fngland not as a result of fctate guidance 
but purely by individual enterprise Adam Smith, the apostle 
of free trade, therefore, advocated a policy of laittf fa ire or 
non intervention on the jmrt of the State in industrial and 
commercial matters \n individual was regarded as the best 
judge of himself and his own interests and should, therefore, 
be allowed freedom of choice Partly as a result of the teach 
ings of economists like ^mith and partly because of the 
-disadvantages of mercantilism of the Middle Ages involv 
ong reaction a policv of free trade was adopted by England 
an the second quarter of the 19th century The Cote haws 
.and Navigation Laws were abolished by about 18o0 and the 
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duties on imports were considerably reduced and whatever 
duties were lift were punl) for revenue purposes 

This course was beneficial to Fngland because she required 
markets for her manufactured goods and raw materials and 
food products for her industries and industrial population 
England therefon, could not benefit br levying expo-t duties 
on her manufactured goods or import duties on food products 
for both courses wonld Lave been disadvantageous to her 
rnglind Ind also thought that by adopting free trade herself 
she wonld be actuating other countries to let her goods bo 
admitted into their territories without restrictions 

The other countries did not adopt free trade as the Fnglish 
had thought they would do The most ardent a Ivocatei 
of protection were I retie rich I lit in Germany and II C Carev 
In Vmerica Both were out an l out nationalists and thought 
that the only way to lmj rove their industries was protection 

List pointed out that what was good for England could 
not bt necessanlj lx m final for other countries Tho policy 
of fret trade for nasons given above was suitable for Fngland 
but not for German) whose industries wire suffering from 
Fnglish competition There were possibilities of development 
of industries in Gcrnnnv because she was rich in mineral 
deposits and had ft vast terntorv in which industries could 
develop List lu Id that protection should be granted under the 
following circumstances — 

(1) It could be justified only when it auned at the indus 
trial educ ition of a nation In case of a nation like the English 
whose industrial education was already complete protection 
should not be applied Nor was it to be attempted by countru s 
that bad neithe* the aptitude nor the resources necessary 
for an industrial career He was of opinion that nations of 
the tropical rone were only fit for agricnlture end should not 
attempt at protection being inherently incapable of achieving 
industrial development 

(2) It must be shown that the industry was being retarded 
by foreign competition owing to the earl) start of tho competitor 
m the industrial sphere But m the long run the country 
granting protection must be able to withhold protection after 
some time and hence m bis opinion protection was to be 
temporary only 

(3) Protection should never be extended to agriculture 
for agricultural prosperity depends upon industrial prosperity 
and tin development of the latter implies that of the former 
Further an increase in the price of raw materials or of food 
products would injure manufacturing industries 
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Hf nitnxluictl two n« w j leas into t! e !n*ton of economic* 
One * is Ha* of nitmnahtv in 1 tlw oil ir that of future produe 
tints <i a country as rontmlnl with th* [n-wnt ar*nmula 
ti n of unlil !f« a<comi Vd im "tnith of cosmopolitanism 
ttut a< conlm,. to Ian boUnn nnn an l full eo.ntopolitanitm 
must l»e it t. ff- Uted tin tis*ory of nation* < o» »npf»htani*m 
was a good 1 b i hut it mailt n mount d rilo, mint iiecc*<arr 
1* f< ri it null achieved Natuinalecononir ind< jwndinfr was 
tl <■ first t huu. to lx aril ml lie distinguished b<twi<n n nral 
stags s if m or mu ct«I tion-— tl « nomadic stage, ifir pastoral, 
tin null jltural tl r- agnenltural manufacturing an 1 the 
i„n< ulturnl tnanuf ittunog n tun < rrial *tng< an 1 ev»n claimed 
artud hi»J«n<al seqi cun for tins rlvMiflratmn Iff rcgirdrd 
a n ition n mnal on!} * hi nit hai attained the last stage 
To achieve tf < last *tag« a vast territory ahnndsntly rich 
natural resources aril a t<mp«ratc < limati wire necemry 
in Jits opinion <u rmany poMn*od all thi *0 advan'agt s and 
*as fit to arln se tie List stag* prori leJ her in Iuttnc* were 
protected agairst Inglish corr.j" tit ion 

\rother riw idea introduced by him was that of the 
future productivity of the country It was not enough for a 
country to lx* satisfied with th» prrwnt a 1 vantages of getting 
more in txchaPRe for home made product* but th.*« advantages 
shoul 1 lie maintained for the fntun also ivtit at the cost 
of some pr«,«tnt a hamate* He said. It is time tlat experi 
nice trachea that the wml tears the wed from one ngion to 
another and that thus waste moor lands have l*cn transformed 
into dinse fonsts, bat would it on that account be wise polity 
for the forester to wait until tin wind in tht eour* of agia 
•effect* thLs transformation I’rotectinn it the onlj mtthod of 
achieving this ohjpct 

It « a pertinent question as to how far modern protoc 
tionion owes it* inspiration to the ideas of Lut It most be 
mentioned that after 18 T 0 an era of protectionism w»s renewed 
and even Fngtand tried to follow a polirv of reciprocity or fair 
' trade, i e , levying duties on tho imports from countries which 
did not allow > nglish goods freely into their territories Other 
countries, however, from that time onward hart followed a 
policy of protectionism Can it be said that modern protection 
owes its origin to List s ideas t It must bo pointed out that 
modem protectionism » to l>c a temporary policy only and 
n to be applied in cases where industrial develop- 
ment is being thwarted by foreign competition To this extent 
it is inspired by Lists ideas Moreover, it aims at the future 
industrial progress even though there may bo and often is some 
temporary loss to a country following a protectionist policy 
IBai It atast be ebserred that List favoured protection only 
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if it increased the industrial education of a nation and secondly, 
it was not to be applied to agriculture Judged from these 
two important criteria, modem protectionism does not owe 
its origin to the ideas of List Those countries which adopt 
protection with a few exceptions are not backward in industrial 
•education as compared with England of List’s tune America 
■and Germany and other countries are better in industrial 
advancement and industrial education than England, was in 
Lists time, but still such countries follow a policy of protec- 
tion The Safeguarding of Industries Act of 1921 and the 
famous Mackina duties of 1917 show an element of disguised 
protectionism in English policy which has now been openly 
adopted there 

Further all those countries wbtcli adopt a protectionist 
policy in modern times have reached that stage which List 
called the final stage in economic evolution when no protection 
according to him was necessary. This also does not show 
the origin of modem protectionism to List Finally, he was 
not m favour of agricultural protection and modern protec 
tiom«m is applied to agriculture also This al«o proves the 
absence of any connection with or the origin of modern 
protection to the ideas of List 

rnoTECTio-s Versus Free Trade 

In the above pages an attempt has been made to give 
an outline with a brief discussion of the course of international 
trade in the last few centuries Now the rival claims of protec- 
tion and free trade wall be considered first, in general and, 
later, m their application to modern Indian conditions 

The mam argument for free trade is simple It brings gam 
to both parties which enter into trade relations with one 
another. Each country devotes itself to the production of 
commodities for which it is best fitted and thus there is gam 
by exchange Free trade thus facilitates territorial division 
-of labour and makes specialization possible to a great extent 
Free trade is advantageous from another point of view 
as well. It brings greater prosperity to the trading countries 
as a whole than can bo possible if all produce all com- 
modities which they require for their consumption. Interna- 
tional free trade makes prices low for it increases the aggregate 
production, and, therefore, more is available for consumption. 
It is thus conducive to an increase in economic welfare 

It also promotes unity and harmony among the different 
nations ol the world by making them interdependent upon one 
•another. It makes them realize the interdependence of their 
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intere«ts and the fact that their economic prospentv is marred 
or promoted bj common cau«e* 

Many of the common arguments for restrictions on trade 
are fallacious People are still actuated bv old mercantilist 
notions an 1 rejnrd nil exports as _<od and imports as bad 
for ther think that exports bnn_ n ores into a eonntrv 
and imports send specie out of a country Thiy seldom realize 
that exports are simply the means for paving for imports and 
tlwy fillom tlnnk of the fact that exnorts an simplv means 
of procuring imjiorts on easier terms t[ an the terms on which 
the same goods could lie got by rnakin" them at home Bat 
as alnadj [omted out tree tra le mables imports to lx had 
more cheaply than by pro lucing th< in at home 

<i ome of th< popular arguments for protiction may now 
be di*cnssed to see wlutlur tl ey posstss ans fundamental 
truths or not One of tl e stock argument* for protection IS 
that il creates a home mnrlet bj chicking imports and that 
commodities arc produced at hr me instead of being imported 
from abroad In criticism of this argimunt it can be said 
that it does not ertate any a lditional market bat only 
substitutes a borm market for a foreign market wluch existed 
formerly It only implies the substitution or exchange swtliui 
the country for the exchange between diiTerent countries The 
real issue is whither commodities can be obtained cheaper 
at home or by importation Tie very fact that commodities 
could be got cheaper by importation shows that the foreign 
market Is better than the home market 


Another argument and terj elor.lv allied with the above 
one 13 that prottction creates em| loyment and is condncire 
to grrater eeonorarc wellare Thu p„ supposes that there u 
a lot of htbotm and capital always unemployed Much ean be 
engaged it protection it applied or con™ unemployed labour 
13 a social evil and unemployed capital a great natmnal waste 
It is always good to minimise these social evils Bnt can 
protection achieve .this object t It seen,, «ry unprobable 

.T’f ' ,' ,h ' tb " ,he “"'"•I lojed labonr will 

easily take to that new mdustrv There is ikn nn 
Hat it wtU remain employed because fatnre ,n“ n S“£d 

b. able to pay higher w" Bn", 1 g^af £ LTr™vom 
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ot free trade that labour can get the same rate ol -wages if it 
takes to exporting industries A protectionist can say that 
it might lead to over production if all this labour goes only to 
the exporting industries It can, however, be argued m favour 
-of free trade that there cannot be any over-production for 
prices will fall and sales of those commodities will be great as 
labour will be very effective there. 

The question of wages is one of productivity and tho 
great* r the cffectm ness of labonr, the higher will be the wages. 
“Protection amis to restrict the geographical division of 
labour, in doing so, it ordinarily turns industry into les3 
advantageous rhmnrls Ordinarily it lowers general 
productivity, general prosperity, general wages ’’ Even if 
it be supposed that it wall ruse money wages, it cannot ruse 
real wag< s which is the ri il question for labour It will increase 
the cost of living specially if the commodities the imports of 
winch are checked bv protection happen to be important m. 
the consumption of labour 

People m Western eonntnes are in favour of levying 
slnties on commodities imported from countries like China 
and India as these commodities arc made bv low paid labour 
They ngard free trade advantageous only if it is between 
countries where the standard of living of labour is the same, 
but is harmful to a country of high wages when it carries 
on trade with a country of low wages 

This argument is wrong for if lower wages always give tho 
foreigner an advantage, there could bo no exports from 
countries like the 1 T S A and England Put the goods produced 
by higlilv pinl labour are really selling cheaper than the same 
goods produad bv low paid labour in countries like India and 
China The explanation is quite clear The effectiveness 
of labour in the exporting industries is very great and, therefore, 
they can afford to pay high wagis winch are compatible with 
low prices The law of comparative cost makes it quite clear 
that in industries where labour is more effective than in others, 
high wngis can be paid and low prices accepted with profits to 
employi rs 

Tho cn«o against protection will bo clear by considering 
the effect of duties in greater details The effect of an import 
duty is to raise the price of the commodity in the long run. 
The price rms by the full amount of tho tax provided tho 
commodity is produced under competitive conditions and 
under constant cost If a commodity is produced under 
conditions of increasing cost or diminishing returns, the pnee 
rises and dtnvand U checked, production decreases and cost 
per unit falls Hence prices rue by less than the amount of 
the tax. Under conditions of increasing returns price rues 
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protection should onlv be temporary and in the tong rim 
the industry must not only be aide to stand on its own legs 
Mntliout any artificial help, hut it must he able to cup an 
advantage or compensation to the consumers in the form of 
lower pnet < 

An important obstacle m the wav of the removal of 
protection ifter some tune say 20 years, is the opposition 
created by vested interests Hut this can be overcome In 
appointing a permanent body like the Tariff Board in India 
with a mi w to examine the claims of industries for 
protection and to sie when the removal of protection is 
d< si ruble 

\ third argument for protection is based on political 
considerations Such an illustration is afforded by slopping 
Purely economic considerations mav \ i rout a country to ship 
its goods abroad m foreign Rbips But tin re is the question 
of protection against foreign nggrission m tunes of war In 
such circumstances it 1 * risky to depend upon others for protec 
tion After all economic considerations cannot always be 
separated from politicd onis and in some cues economics 
is to be subordinated to pol tics It is on tins ground that 
almost all countries haai reserved coastal shipping for their 
nationals and the re «ervation of coastal tralfic Ins been regarded 
in al 1 count nes as the birthright of the nation ils to which 
foreigners tan be entitled as a matter of concession orilv anil 
not ns a matter of right This is exactly what we in India want 
by reserving coastal traffic to our own ships 

Another w eight v argument for protection is based on 
social considerations, though the argument is eqaallv exploited 
b\ free traders ah>o Those in favour of protection point out 
that the advantages of diversification of mdustrus are many 
and y \nous The greater the dmrsitv of industries in a 
coimtry, the more the possibibtv of employment , while industries 
make the people of a countrv intelligent and adaptable to new 
occupations It is pointed out that if only agricultnral oecupa 
tion is pursued, the population beiomea dull, unintelligent 
and unenterprising As against this, free traders point 
out the disadvantages of the growth of manufacturing indus 
tries as o\er crowding in cities, msxmtation, deelino m health 
and physique of workmen, loss of touch between workers 
and employers and greater inequality of income^ and status 
and dissatisfaction These are some of the evils referred 
to by free traders as inherent in large scale production 

Such are the arguments m favour of free trade and protec 
tion It may be pointed out that rtcentlv all the important 
countries have adopted a policy of protection It has been 
duo to the growth of nationalistic feelings, to tho break-down 
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of tl* 1 Ln'ish school of poLtieal iconotry and to foreuo 
comjM.»ition which has been specnllv felt br the continental 
mntrm in the case of agnculfnral prodnee Latelr, Inma 
al h?^ adopted a ixJbcy of discriminating protection >'* 
*hall no" tnm to the discussion of protection from the Indian 
point of view 

I mu a e Case For Peotectiov 
The (i cal policy of India prior to the war was one of f^e 
trsdt The war care lmpetns to come of the Indian industries 
as nte iron and steel etc , bv shutting ont foreign 
fomjM t if ion The Indian Fiscal Fommission was appointed 

m 10- 0 to corsider India s claims for protection It submitted 
its r< port in 1921 and after considering the question in it* 
various aspects recommended the adoption of discriminate 
protection This marked •» strong departure from the trad, 
tional poher of faire followed till then 

Thp Commission pointed out that thpre was a verv strong 
feeling in India for protection and that this feeling in mane 
cases was strongly reinforced bv India 8 past when her 
manufactures were developed to a high pitch of perfection 
Indian* believed that this path to nches is barred by an nntsidf 
power and the suspicion that this outside power u actuated 
br selfish motives tends to stimulate the belief in the great 
results that would accrue from the adoption of a policy of 
protection AH these ideas are farther reinforced by the ceW 
spirit of national pnde a spirit which m all countries tends to 
the encouragement of protectionist feeling by demanding 
that the nation should manufacture what the nation uses 

Further, other countries had developed their industries 
by following a vigorous protectionist policy In 1879 Germany, 
m 1881 France in 1889 Japan, from 1804-4/5 America and 
later on the British dominions aL>o— oil levied protection to 
develop their industries In England also, the Lancashire 
cotton industry in its infancy was protected by very high 
import duties For three-quarters of a ecnturv conditions u* 
England hare been different from those in India, the former 
being mainly an evporterof manufactured goods and an importer 
of food products and raw materials and the latter mainly an 
impoder ot manHactnred goods and an exporter of raw materials 
and food -stuffs Hie analogy of Fngland did not, therefore, 
apply to Indian conditions The former country also has 
adopted a policy of protection since 1931 

The mam argument for free trade is that unfettered trade 
would turn a country s labour and capital to the most advan 
tageous channels and that the bes* economic results would 
be obtained if each country produced those commodities in 
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which it hid the greats st conipantiu ndvantagis because 
hr ixclnnemg the prodmts of those mdustrns fo- nrliclcs 
which it wa* not able to product »*«« If cheaply, it would gam 
most lohn Stuart Mill wrote long ago The superiority of 
one country ortr nnothsf in a branch of production often 
nn «« « il\ from baaing Irf'cun it «o«mr Tlurt mat be no 
hhinnt a li antics on one part or dmdsantngi on tin other, 
but s nt\ a prsssnt su|*rii>r»ty of ncqmn-d shill and expt runes 
A count n which his this skill ind ixptmmo vet to acquire 
mat in otlsr rss|»sts l« letter adapt* 1 to the production 
of n commodity thin lbt»< which mn iirh r in the fit Id 

Thmfon "penal tonsi lent ions nun jiistifs a joher 
of proles lion if tl * present loss c in lx n ore than out weighed 
bv tin futun gun \ nation must «airitee and give up i 
nuisim of material pro«p<rit\ hi or»br to gun rulturi skill 
and power* of united jnMluctun 

Th re 1 * of coiian gsunc hunt n of protrctinn Flic prices 
of protected comma lit ns ris« for ih«\ an rigid its d b> 
tlu i ncis of foreign imjiorlsal •■ommohti s Prut* in gins nil 
also rise for duties cluck imp irts whuh causes an inflow of 
precious me till raising price s in general This argument m 
tin sj Mil oirttinisiii ce« of In hi docs nil apj !\ for India 
11 a countrj which for oiig Ins been regarded as the smk of 
inciotts n da’s where inetils conn without producing am 
cflsct on pries s \notlur irgumcnt for n n e Jn prices u that 
the increased cost mused b\ nn|K»rt duties cot rs into the 
cost of production of all irtules j*rs» tin in the country It 
increases the cost of luing "M* must riss and j n< s of com 
moditiss must go up 

Industriil slesel pniclit reapures to hr stimulates! by 
protection in the ca-e of Irish i an 1 tl s immediate loss arising 
from a ch« ok to thcesihanpcof ’• »ti\i j ro luce for foreign manu 
factures mas bt out w sighs 1 b\ tlu gain with ths ilcvilopment 
Of lionie imnnfactures 1’rots cries duties nn the crutches, 
as Colbert calleel them which ts lcli tie nsw manufactures 
to walk 

Ths» Imlian hiss nl ( oninnssion considered that pro! section for 
industries would 1 m bsmficialto igneultim for agricultural wagi 9 
would rise m sympathy with wage sin industries and then would 
bean incn-nss in the demand for ngrn ulturat jiroduee Hut In 
a sense it might injure the intsnsts of the agricultural pro 
ducsr for protection would increase ths cost of implements, etc , 
useel by him The rise in the cost of In mg would be' prt judicial 
to ths middle classes with fixed incomes But the Commission 
considered all these points nnd ssino to the conclusion that 
ll protection was applied with discrimination, the loss would 
be red u ce*tl to the minimum 



1 IS CVPRE\CY A\D COil 31E POE 

Tht Commisi on recommended protection with discnmioa 
tion for the following reasons (1) One of the disadvantages 
of protection is the political corruption caused by it Indus 
tnali-ts sp<nd money to get their own nominees into the 
lejndative bodies which decide ma'ters n tally affecting their 
interest* In the opinion of the Commission this danger was 
not present in India for non mdnstrial interests were strongly 
repre ented (2) Another disadvantage of protection is that 
it givrs rr*c to undesirable forms of combinations which can 
keep *he j nee of the protected commodity above the competi 
tm ksel (3 It may also enconrage inefficient methods of 
prcdurtion specially if care is not taken to see that protection 
is not granted to unsuitable indostnes , they will never reach 
the stage at which protection should be withdrawn and its 
burden on consumers will be long continued (II India 
criminate protection would be disadvantageous from the 
industrial point of v»w also for the adoption of unnecessarily 
lugh duties would enable a large number of concerns to be 
started This would create a boom which would be followed 
by os er production The development of industries would 
be pushed bevond the limit of safety and the re«ulting cm s 
would shake the confidence so very necessarv for bnilding 
n\» industries 

For the above reasons, the Commission recommended 
the adoption of protection with caution. The creation of 
a Tariff Board was recommended The business of the Tariff 
Toard was to enquire into the cases of industries applying 
for protection and to see in the light of the following 
considerations whether protection was justifiable or not 

The Tariff Board was to be satisfied with regard to the 
following condition* before recommending protection — 

(1 ) The industry must be one possessing some natural ad van 
tages, « e , an abundant supply of raw material, cheap power 
.good labour snpplj and a large market Fvcry industry m 
the world po««essed some advantage which was the cause of 
its success and if the industry claiming protection m India did 
not possess some snch advantage, it could never be able to 
-compete with a foreign industry 

(2) The industry most b< one which could not develop 
without protection or w bich could not grow as quickly as the 
interests of the country required without the aid of protection 

(3) The industry mast be such th3t it would be able to face 
foreign competition without protection after a certain period 
-of time 

The Commission further pointed out that tho«e industries 
in which tl e advantages of large scale production conld be 
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achieved and those which in course of time w ould supply the 
whole of the needs of the country should be regarded with 
a favourable c\e by the Tariff Board It did not follow from 
this that if an industrj could never supply more than a certain 
proportion of the country’s requirements, it was not a fit subject 
for protection Protection could be given to it provided 
it satished the three essentials laid down by the Commission. 

The Commission laid down that protection as a rule was 
not to bo granted to new industries for in such cases the Tariff 
Board would have to consider not actual facts but the anticipa 
tion of the promotirs which would be a task of great difficulty 
•on whieh judgment could not he framed with success More 
over, the Commission thought that the financial necessities 
of the Government of Indn would ensure the retention of a 
high duty for the purposis of revenue which would be enough 
to gno protection to the industry at the start After the 
indnstrj had deviloj>ed to some extent and had shown some 
possibilities of development. it might approach the Tariff 
Board. 

Industries necessary for purposes of national defence for 
which conditions in Indn were not unfai ourabJe, tg, the 
iron and st«l industry, leather, copper, zinc, sulphur, etc , 
were to bo rigardtd as fit for protiction b\ the Tariff Board 
Basic industries or those industries whose products are utilized 
418 raw materials by other industries might be granted protec 
tion, but the grant of protection to them was made to rest on 
considerations of national economics and not on the economics 
-of the particular industry concerned The Commission recom- 
mended the granting of bounties to such industries Machinery 
as » rule was to be imported free of duty for protection would 
mean hardship to the industries using machinery , but if protee 
tion was to be granted to machinery, it should bo bj means 
of bounties except in the case of industries like jute basing 
monopoly of their supplj 

With regard to coal, the Commission thought that its 
production was suffering from temporarj disabilities, the chief 
ol them being the unfavourable railway rates It being a 
basic industry, the Commission agreed that it did not become 
a fit subject for protection and that the case lay m a rapid 
development of the railway facilities. 

Tho above were the general considerations to be kept 
an view by the Tariff Board m recommending pro- 
tection Thus a very important duty was levied on the 
Tariff Board to which the duty of recommending the withdrawal 
of protection was also given when that course became necessary. 
The Tariff Board was to watch the effect of the duty and to make 
recommendations from time to time as it thought fit, Tho Tariff 
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Board was directed to review period cally tlie protection given 
to industries and the period of review was left to its discretion 

Other snpplcmeat'irv measures as industrial education, 
compa! ory training of apj rentices by the firms witli whom 
tin Government of India placed orders railway facilities, 
anti-damping legislation, etc were also recommended to 
ur prose industries 

hollowing the Report of the Fise-al Commis-ion the Govern 
meat of India have adopted a policy of protection with dis 
crimination for Indian industries and a Tariff Board has been 
instituted to advise them with regard to measures of pro 
t< ction The tariff protection afforded at pn sent is inadequate 
Tht tariffs in po»ed an not vlequatclv high while the period 
of protection m many cases is far too short and there is no 
adequate provision for prompt action to prevent dumping 
Higher tariffs and more substantial protection are in manv 
cases neceasarv to inspire confilenee and induce people to 
n«h their monev in industries The tendenev in all T«>2T» ssive 
countries is to reduce imports and enroungp the use of mdi 
einois products, even if foreign goods can be obtained more 
thesplv 

The Tariff Board hai to far examined about twenty five 
industries ard effective protection lias )y*en sanctioned in the 
case of five or six industries and moderate protection in others 
Tins concession has been adequately availed of to improve 
industries The nsefnlness of the Tariff Board is likely to 
grow with the growth of the representative character of the 
Government 
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Imperial Preference 

Impfrial preference implies the strengthening of the 
ties of friendship between the countries under the British 
Empire, and this object is sought to be achieved by economic 
pobcj Under a pohc\ of imperial preference goods coming 
into an Empire conntrj from nnothtr Empire eonntry pay 
dutj at a !ow«r rate than the general rate This policy, there- 
fore, gives an advantage to the favoured Fnipire country by 
stimulating imports from the count n pajing a lower duty 
than the generd dots 

The question of imperial prehrmee was first introduced 
m 1897 b\ Canada when she lowered h«r duties on British 
goods But on account of the existence of certain commercial 
treaties betwicn fpnula and other countrns, the same prefer- 
ence had to be extended to those countries The«e treaty 
relations were, liowexer denounced in 1899 From that time 
the preference was confined onh to Great Britain and those 
British Colonies which gave to Canada a favourable treatment 
The preference was fornierlv fixed at one fourth of the dutj 
and 1 iter on, in 1900 wa« raided to one third 

In 1902 the Colonial Conference passed a resolution to the 
•effect that a policy of imperial preference would be beneficial 
to the Empire and should accordingly be followed and that 
this wou'd not implj anx lowering of protection which a country 
might be granting and the Imperial Government was uNo 
requested to grant preference on the goods of Empire countries 
The preference was purelj to be soluntary and did not imply 
any compulsion In pursuance to tins resolution Xcw Zealand, 
South Africa (1903) and Australia (1907) extended the policy , 
but United Kingdom refused to tax her food stuFs and raw 
materials In 1903, the Government of India was also 
consulted and declined to follow any such policy for fear of 
retaliation by other countries and also because India could 
not gam much from such a policy 

The position up to the end of the War was that India 
and the United Kingdom refused to have anything to do with 
such a policy , but all the self governing Dominions gave 
preferences at such rates as they considered advisable to 
certain products of the United Kingdom, and m some coses 
do the products of other parts of the Empire. 
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The War <n\e a new impetus to the polier of consohdat n£ 
tie Fmpire and tlcre pro lured a jinoral desire on the 
j irt i f the I mpire countrm to malt the Empin *df sufficient 
m the iroditeiion of icrtam im|K>rt mt commodities which 
art sitalh nnexsarv during the pirvxl of wars The Imperial 
War < onf« rcnci in 191” j js«ed a resolution in favour of granting 
iiptciallv favourable treatment and facilities to the produce 
an 1 mannf in an s of other parts of tin I nij ire Tl e Imperial 
resonre** w#r« to 1 m desi!op«il add the I mjiin was sought 
to le n lie inleprnilent of other conntnes in the master of 
fool raw materials and other essential in lu«tnes 

In 1^1 n ilel luted Kingdom which had eo far kept aloof accepted 
tie | jIhv and granted ni the »loh» I mpire jrefirential rates 
whuh were usually tlve-«lsths or two thirds of the full rate 
on marly all irtirles on whiMi import duties were levied This 
prineijl has now l*ecn airijfi t by the I mpire countries as 
i result of the d liberations of the Ottawa Conference held 
m 1911 

I <f< re di em«mg the nttitn h of In li i and the importance 
oftl« question from tin Indian point of mow the economic 
pnn lplrs un Jc rising mipi ml preference tnni lx di«tti*sod The 
mcuain rf of the lemi has alreads Ixvn explained and it implies 
tli grant ol j refen nci <n the goods of the Frnpire connttics 
to promote inter Imperial relations The policy embodies 
tie following j nneij les — 

(1) It aims at developing the resonrees of the Fmpire 
and «ctls to male the rmpire relf sufficient in the matter of 
the production of food stnfTs raw materials and other essential 
goods 

(2) The notion is to lx purely voluntary an l preference 
can bo wi’hdrawn or extendel at any time n o«t convenient 
to anj conntrv 

0) It does not seek to lower the protection to anv industry 
in anv conntrv If a conntrv is giving protection to any 
industry, and if preference is to be granted to nnr partner 
of the J mpire n connection with such a commo Uty, it will 
tale the form of an increase in the duty on the goo 1« of the 
jionFmiire conntnes 

The policy has a two fold aim Tirdlv, the economic aim 
is tin development of the resources of the I mj ire to tl e utmost 
possible extent Vcondly, it 1 as a pol tical aim also and it is 
that the Empire is to b« made si If sufficient in the production 
of goods essential during tlic time of War when the dependence 
Upon foreigners on the supjlv of such goods will jeopardise 
the interests ot the F mpire 

It must be observed tli3t preference is not to be granted 
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on each and ever} kind of good3, hut only on those goods tho 
■production of tv inch is capable of being developed to such 
an extent that tho whole or major portion of the supply can 
Como ultimately from the favoured country It is to be 
temporary only and after a certain period of time which is 
necessary to promote the development of a particular industry 
m the favoured country it is to be withdrawn 

It resembles protection for m both cases the consumer is 
invited to suffer a temporary loss In both cases, it is 
expected that when the policy •uicceeds the lo's will terminate 
and the consumer may gam in the form of low prices which 
must prevail when the success of the industry m question is 
ensured further both protection and imperial preference are to 
he granted only to those industries which are likely to succeed 
in the long run and for which chances are very favourable 
It differa from protection inasmuch as the advantage for which 
the consumer is asked to suffer a temponrv loss will accruo 
to the industries of the foreign country to wluch preference is 
given whereas m case of protection the advantage will aceruc 
to the industries of the consumers countrv 

The effects of imperial prtfi rente are twofold One 
is that it imposes a temporary burdtn on the consumer so 
long os a large portion of the supply comes from the conntnes 
to winch preference is not granted tlie j rice of the commodity 
will be rtgnlatid by tin higher dutv The consumer will have 
to pay the higher price on the whole snpplj and the difference 
between the two ratts of dutv will be the advantage to the 
country to which preference is granted But when the country 
receiving prifcrence begin* to supply the whole market the 
l>rt« of the commodity will be regulated by the lower rate and 
tho consumer will benefit The question of the loss to the 
consumer wall depend upon the relative importance of the 
sources of supply If a largo part comes from the favoured 
country, the burden wall be Email but if a largo part comes 
from tlie non favoured countries the burden will be large 
It must not be assumed from the above that only m 
the event of a loss to the consumer, the favoured country will 
stand to gain The favoured country can gain even when 
the consumer gams It is because the favoured country may 
after some time capture the whole market driving the non 
favoured manufacturers out of the field The price to the 
Consumer will be govumod by the lower duty and the 
favoured manuf icturtrs will find that the price will fall to the 
true competitive level The favoured countrv will have cap 
tured the whole market and will have high profits Tims 
the gam of the consumer can be co existent with the gam to 
the favoured country 
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It has got a revenue aspect as well If the preference 
is a redaction from the real rate, it is clear that the country 
granting preference is sacrificing revenue for it will get less 
income from the duties It mav be said that if the prefen nee 
is given bv rai*mg rates on the goods of the non favoured 
countries the country granting preference does not lose revenue 
On the other hand it gains more revenue by raising the duty 
against non favoured countries But the thing is not so simple 
as that The he«t tax is that which gets as innch revenue 
for the tnasnrv as is the burden mpo'ed upon the consumer 
In this case, the consumers pav more than the receipts of the 
treasury from this source The price to the consumer is 
governed bv the higher dntv and the State does not secure 
as revenue the full amount taken from the pocket of the 
consumer Economically, therefore, such a tax is unsound 
It mav then be said that the Government loses revenue — not 
actual revenue, but relating to the amount which it should 
receive in view of the burden placed upon the consumer 

There is one possible advantage to the country granting 
preference If imports are attracted from a particular country, 
exports most increase to that country It is some indirect 
advantage to the country granting preference provided its 
exports are competing with the goods of other conntnes in the 
market of the favoured country 

S> far we have di«cn3«ed the economic effects of imperial 
preference in general "We shall now view them from the 
Indian standpoint India cannot gam much from a policy 
of imperial preference because her exports are mainly raw 
materials and food products a large portion of which goes to 
non Empire countries The imports into India are maudy 
manufactured commodities coming from the Empire as well as 
the non Empire countries The advantage of preference 
is more in the case of manufactured goods than in the care of 
raw materials Raw materials are generally admitted free in 
foreign countries and thev find their markets ready made 1 
It is mainly m regard to manufactured goods that competition 
is mo*t felt India, therefore, cannot gam much though it 
can give much to other countries by imjierial preference 

Another objection to imperial preference from the Indian 
point of view is that India s exports are to r on Empire 


, Th '? ‘ho - '* loo i* to » great extent *1 eyed row Comretit ion for 
the «Uo n raw material* In foreign count t,ra baa increased to a great 
extent on account of improvements in the technique of the atoicU 
tural in luUry m various countries of t» e world Indian raw produce 
in *ore en marVrt* has to meet the competition of other suppliers 
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countries mostly and imperial preference will induce the 
foreigners to id opt retaliatory measures against Indian Roods 
Though this fear is exaggerated for raw materials find mark* ts 
easilj, yet tin re is something in it and foreigners can take 
retaliatorj measures to some extent 

Another fear is that it inaj decrease protection granted 
to Indian industries lint it must be said that it mill not 
dimmish protection , for tin oretically under no circumstances 
should prtfinme 1 m. allow**! to diminish protection which an 
industn riqutns* 

It is also pomlcd nut that it will impose a burden on the 
Indian lonsutmr for the sakt of the gun to tin* Britishers 
That it would do so is not untrue But India also may reietve 
preference on some goods and in <stnn.ttmg the *<_ononuc loss 
to India, consideration of tins f uf ahn has to hi taken m mn 
The majoptj of the Fiscal C omnnssion pointed out ‘ that 
India at pres«nt enjoys the protiction «»f the British Naw 
in return for a merdj nominal contribution and that this 
is a oomi*ensiting advantage But the minority of the ( om- 
mission in tluir Minute of Ihssint diffir very Btrongly on this 
point from thur colkaguis They writ*, We regret that our 
colleagues should have plead* <1 for the imjHrnl preference 
on the ground amongst others of maintaining tin British Navy. 


* Mr O ]i Birin in a special article which was published 
in the Leader of Wed no day, September 7, ltU2, wrote — 

Thou cm he no two opinions that a policy of protection puts 
a certain amount if lurdm m the con«umer It is done in order that 
eventually not inly the Lnrdrn i*> unoved hut the consumer is 
benefited tv getting Ins irqinrcnicnta at a cheaper priii than tho 
price of imported nrtiehs t ndir an cfTective policy of protection it 
is thus expected tl ot the mdustrv will dev < lop in<i expand to such 
a high pitch that in *ouiro of time it will begin to produce more than 
tlie total requirement* of the rountr* and, consequently on account 
of internal com) etitinn the put*-* of indigenous products would 
go below the price of imported good* and thus make tbe tariff wall 
more or less inoperative Tbe con-umrr tlienfoic, is expected 
to make lilts encnlicc for I Is own Leneflt and the sacrifice la thus 
treated ns a sort of investment But when inadequat* protection 
Is grunted although the consumer sutlers yet the industry does not 
expand to its fullest extent enabling it to meet the full requirements 
of home consumption and iedu< mg its cost of production The 
result is that the consumer Ins to pay permanently a high price for 
his requirements This is exactly what will happen under a policy 
of preference which in other words means inadequate and in 'fTective 
protection Under this p ( hey while the consumer will have to make 
full sacrifice there will be no compensating advantage either to tho 
industry or to him \\ hat is sought to be done is to grant a v irtuai 
propel ion to the tort ten rs&nufectiirer ot the cost ot the lodrto 
tax payer and the consumer from this point of view again the 
present agreement stands condemned ” 
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tie foe! that the question of the naval defence of the Empire- 
gtan Is on 3n entirely different footing and ought not to hare 
been bron^ht forward m this connection TTe will conteat- 
onr elves bv remarking that the economic prosperity which 
we antic i{ ate as the result of extensive industrialization will, 
in course of time enable India to maintain in Indian waters, 
a navs sufficient for tie defence of India officered and manned 
bv Indian 

Anrthrr fear is that if India accepted the principle of 
in prrial pr< ference it is possible that her fiscal polio may 
be d noted not in her own interests bnt m the interests of 
otl c » parts of the Empire and she would be dictated regardless 
of her own interests and wishes But the majoritv of the 
hncal Commission arc of the opinion that this u a raisunder 
standing of the principles underlying imperial preference 
It does not amount to a unified policy for the whole Empire 
dictated bv binding resolntion passed at periodical Imperial Con 
firences But it may be pointed out that the policy followed by" 
the Dominions mavhave been directed by the Dominions them 
selves and not by binding resolatioas yet the case of India is 
different She is not a self governing Dominion and the principle 
of imperial preference may be utilized against India to interfere 
with her fiscal autonomj The Commission quote the recom 
n endations made by the Joint Select Committee on the Govern 
ment of India Bill which are as follows — 

Wlatever be the right fiscal policy far India it is 
quite clpar that she should hare the same libertr to consider 
her interests as Great Britain, Australia "Sew Zealand, Canada, 
an l South Africa The Secretary of State should as far as 
possible, avoid interference on this subject when the Covem 
ment o! India and its legislature are in agreement and h»3 
intervention should be limited to safeguarding the inter 
national otli'mtioas of the Empire or anv fiscal arrangements 
withm tl e Empire to which His Majesty a Government is a- 
party 

The above principle was accepted by the Secretary of 
State But the words any fiscal arrangements within the Empire 
to which His Majesty s Government is a piirty may raise 
some doubt and may suggest that a policy like that of imperial 
preference may be forced on India The Commission, never 
theless think that the way in which the pofiev has worked 
does not show that it can be forced The Commission, 
however lav down that no preference should be granted on 
am commoditr without the explicit approval of the Indian 
legislature The Commission wrote that the question of imperial 
preference should be considered not merely from the narrow 
economic and reltish point of view but also from a wider Imperial 
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point of view and that India should not remain aloof from 
such a policy but that the decision must rest with the Indian 
Legislature 

\s for granting pn ference on the goods of the Dominions, 
the Commission pointed out that India might grant preference 
only in case Indian goods got preference in the markets of 
the Dominions But the minontj differed from the majority on 
both these points and wrote as follows — 

(II Wi are in favour of the principle of imperial prefer 
encc on the distinct condition that India should in this matter 
be put on the same footing of freedom as is enjoyed bv the 
self governing Dominions, and that the non official members of 
the Assembly should be given nower bv legislation or other 
equally effective means to initiate grant, vary and withdraw 
preference as may be necessary in the interests of India in 
all its aspects 

(II) That the conditions precedent to anv agreement 
with a British Dominion in trade mattirs on the basis of 
reciprocity should he the recognition of the right of the Indian 
people to a status of complete equality and ‘lie rtjieal of all 
anti Asiatic Law s so far as they apply to the people of India ' 

* bo agreements based even on reciprocity m trade matters- 
should be entered into with any dominion which has on its- 
statute booh any anti Asiatic legislation applying to the Indian 
people To the Indian i>eopIe their self respect is of far 
more importance than any economic advantage which any 
Dominion maj choose to confer by means of any preferential 
treatment he may contulintly state that the people of 
India would niurli prefer the withdrawal of such preference as 
they would not care to lx economically indebted to any 
Dominion which does not treat them as equal members of 
the British Tnipirc haling equal rights of citizenship 

It must be sail that Indian commercial magnates do not 
want imperial preference for India has to lose mneh by puisu 
ing the policy and the gain to her is small If India is given a, 
status like the other silfgonrning Dominions of the Fmpm, 
she may consider the policy but till tl en it is better for India 
to remain aloof from any such policy 1 


* \s w result of tl e deliberations of the Ottawa Conference 
the Ottawa tgreement was c u lor-ed by the Indian Legislature and 
became I .aw The m-un features underlying the agieement between 
In ha and Orent Hntam a-e as MIows — 


(I) The bmted Kmglom anil continue to gne free entry to 
all Indian goo.!* within tl e general scone of duty of 10 per cent 
„d , nlorrm wl irVi wis by the t wite*i Kwipdow*. * rwwlt 

the Import Duties Act of 1932 The principal comn oditics affected 
are Indian cotton manufactures coir manufact ires In ban carpets 
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the Government of India, w a* specially directed by the Govern 
ment to examine carefully the trade figures of India and he 
issued an elaborate report on the working of the Agreement 
A gpocnl Committee of the Central Legislature was appointed 
to go into the report of Pr "Meek and submit its views to both 
Houses The Report of this Committee together with the 
Minutes of Dissent by a few niemb* rs was published m due 
course 

Turning to t! e conclusion* of Dr Sleek, based as they are 
on tin latest commercial statistics of the country the following 
conclusions are worth being emphasized On the export side, 
wheat did not get any stimulus from the } reference of two 
shillings which it enjoyed while rue exj orts into the British 
market increased from 30 000 tons in 1931-3° to 90 000 tons 
m 1933-34 "Vegetable oils showed an increase of fS 000 
gallons over the figures for 1931-32 as a result of the ten per 
cent preference Groundnut oil show id an increase of 300 
gallons from 3 700 in 1932-33 to 4 000 in 1933-34 According 
to Pr Meek, these figures represent 9a per cent of the British 
market, compared to the 5 per cent which Indian groundnut 
oil represented in 1931-3’ Vrgentuu. linseed seems to have 
been ousted by Indian hosreft Irom the British market in 
view of the fact that Indian exports of this commodity to the 
British market were only 14 000 tons in 193°-33 whereas- 

promise! Steel goods are already getting preference on Luted 
kingdom goods \n aduitional j reference 1 as already been granted 
to 1 mted Kingdom manufactures of cotton as a result of the Accept 
ance of tl o rccon n en lations of tt e Tariff Boar 1 br the tiorerament 
Both the*e articles si out t be added to tl e list 

It is sa 1 that the extension of India a trade and lettirg protec 
tion until 1 aired I ave been tt e fundamental pnne ple« kept in view 
by tl *• Indian delegition in aiming at tl e agreement 

Arrangements hive beeD n ade for exchange of preferences with 
colonies and protectorates which will generally ?[ caking extend 
to India tie fill benefits of tl cir preferential tariffs wl en these- 
cxel ang s become effective It will mean preferences to InliA on 
cotton manufactures tea coffee o I -seeds vegetalle oils paraffin 
wax carpets and nigs an 1 InliA is to grant preference to them on 
guns resins oil seed a egetable and essential o Is ungtnvmd ej ices 
tocoanut and cocoanut products Fsh fm ts out \ ege tables sago 
and tapioca rum and unmanufactured tobacco 

W ith regard to the Dominion? conversations 1 ave taken place 
between tie Indian delegation and thp Dominion delegates on the 
6 llject of pos It e tariff oprecn ents but no advance beyon l the 
pre in inory h cu'sion stage was made because of lack o* time 

Tie agreen ent between tie L rited ringdcm and the Oosern 
ment of India shall remain in force until a date six months after i otioe- 
of den mciation has been given b\ either parts Vnv change In tl e 
rate** of d tv «1 all be notified bs eitl er party to tl e other witl a view 
to ndj istrnents t eing agreed upon A1 o consult my attic! k on the 
si bject in tt e Itvi an I enne of 31a* 1931 and the Alotlem Renew 
of November 1513’ 
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should really bo said to bo advantageous , but it seems it has 
not assisted ns m regaining tins position Canada, Ceylon 
and Australia have not really kept np the Agreement and when 
its period expires, India should also reconsider her position 
in this respect 

Indo Bpitistt Tiudf I ACT 

The Indo British Trad© Pact was signed on January 9, 
1935 and it is supplementary to the Ottawa TruU Agreement 
It is to operate during the continuance of the Ottawa Agree 
ment The following are the mam provisions of the Pact — 

(1) Protection to Indian industries may lie necessarv 
ngninst foreign competition to promote the economic well 
bung of the country but conditions within tie industries 
in India in the Undid Kingdom and in foreign countries mar 
be such that the Indian industry requires a higher level of 
protection against foreign goods than against the imports of 
the Lulled Kingdom origin 

(2) Revenue considerations will be givm due weight in 
fixing tbo Indian import duties 

(3) The Government of India undertake tliat protection 
will be accorded to Indian industries in accordance with the 
policy of dKcrinmnting protection 

(4) The measure of protection shall onlv be so much 
and no more than will equate the prices of imported goods to 
fair selling pncis for simihr goods produced in India and that 
wlienevir pos ible lowe- rates of dutv would be imposed 
•on the goods of the United luDgdom origin Differential 
margins of dntj established m accordance; with the provisions 
•of the Pact 6hall not be altered to the detriment of the United 
Kingdom goods For revenue purposes, the Government of 
India can impose an over riding revenue duty on imported 
goods higher than the protective duty required 

( When the question of grant of substantive protec 
lion to an Indian industry is rcf« rred to the Tariff Board, the 
Indian Gos eminent will give full opportunity to the industry 
concerned m the I mted Kingdom to state its case anil answer 
■cases presented by other interested pirties Further, the 
IJovernmert of India undertake that in the event of any 
radical changes m the conditions a Pec t mg the protected Indus 
tries during the currency of the jienod of protection they wall 
on the request of Ills Majesty g Government or of their own 
motion cause an enquiry to be made as to the appropriate 
ness of the existing duties and that in the course of 
■such enquiry full consideration wi’l be given to any represents 
lions which may be put forward by any interested industry 
an the United Kingdom 
6 
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(6j His Majesty's Government will consider the steps that 
might he taken in co-operation with commercial interests to 
develop the imports from India of raw materials or semi 
manufactured goods used in manufacturing articles which on 
importation into India are getting preferential treatment 
(7) Indian pig iron will be admitted duty free into the- 
United Kingdom market so long as duties applicable to articles 
of iron and steel imported into India are not less favourable 
to the United Kingdom than those provided for in the Iron 
and Steel Protection Act of 1934 

Ceiticism 

The mam arguments against the Pact are — 

(1) The right given to any industry in the United King- 
dom to ask for re-examination during the jierfod of protection 
introduces an element of uncertainty to a great extent The 
Agreement will impede the industrial development of the 
country, because the impetus to starting new industries will 
vanish The fact that the continuation of protection will not 
be certain will prevent people from investing their capital m 
industries in India 

(2) The preamble of the Agreement lays down that it 
would remain in force as long as the Ottawa Agreement 
lasts , but this clau-e under the new Constitution might be 
misinterpreted and the Pact might be allowed to continue on 
the ground that its termination amounted to commercial 
discrimination 

(3) The \greement introduces three new principles ' 
firstly, the application of the principle of discriminatory pro 
tection has been restricted , secondly, India has been com 
mitted to the rnncij le of safeguarding British industries , an 1 
thirdly, India has parted power to negotiate a trade agreement 
with other countries on a free basis 

(4) Pnor to the Pact the fair selling pnee was not the 
only test for giving adequate protection , whereas under the 
Pact the test of the fair selling price would be the only test 
This will prevent the grant of protection to an industry on 
any ground other than the test of fair gelling pnee 

(5) The discretion of the Tariff Board will not be left 
unlettered inasmuch as the Agreement gives His Majestv » 
Government the right to be heard , whereas the United King 
dom Government has not given a similar right to the Indian 
Government The Agreement is not therefore ba«ed on the 
principle of reciprocity 

(6) The five pledges given under the Agreement by the 
Government of India will undermine the fiscal autonomy which 
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India is enjoying at present If India has to lower the rata 
of duty on goods of United Kingdom origin if India cannot 
alter the difference and the margin V duty to the detriment 
of British goods if British interests can move the Indian 
Government to cause an enquiry to be made even as to the 
appropriateness of the existing duties and if India is bound 
to reduce duties substantially on the imports of British cloth 
oven if such reduction destroys protection, then the Agreement 
13 reallr disadvantageous to India 

{") Indian commercial interests were not consulted by 
the Government when thp Agreement w as under negotiation 
whereas full opportunity was given to British inJnstnal and 
commercial interests by the United Kingdom Government 
This naturally raised suspicion and doubts tn the minds of 
business men m India regarding the nature and effects of the 
-Agreement 


Defence of the Agreemfvt 

The following arguments were advanced by the Govern 
inent in favour of the Agreement — 

(1) The Government would continue their adherence to 
the policy of discriminating protection as in the past and that 
the policy would bo applied in the future in the same manner 
as it was done in the past 

(2) In the conduc* of enquiries by the Tariff Boarl the 
Government had always allowed industries whether British 
or foreign to state their case frankly in the interests of the 
Indian consumer and tax payer 

(3) The Government never adandoned its duty of re 
investigating tl e ca«e of an Indian industry if radical altera 
lions occurred m the conditions affecting the industry 

Thus We hare done nothing more than crystallize onr 
past fiscal practice and principles which have been accepted 
and laid down either dircctlv « r indirectir by this Lop stature 
Tins also explains why it was not necessary to consult com 
mercial opinion in this country 

The question is Where was the necessity of the Agree 
ment if merely the past policy was to be crvstalhred thereby * 
Tl c necessity of the Agreement at this juncture was explained 
by Sir Joseph Bhore in the Assembly when he pointed out 
that the British interests merelv wished that India s policy 
■should be defined so that there would be no misunderstanding 
hereafter and that so far as the Government were concerned 
this agreement merely implemented the implied promises 
given at Ottawa and the definite promises given to the Clare 
lees deputation It was also pointed out that more than 
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anything else the Agreement woull relegato the safeguards 
to the region where thev would lie unused 

The Pact was rejected br the Assembly , but the Govern 
ment disregarded the vote of the House and allowed it to 
continue There is a great possibility that in practice the 
Agreement might affect the interests of Indian industries 
prejudicially and prevent the planning ont of a policy of in 
dustnalization along right lines 

Excise and Expopt Duties and Bounties 
Exci e duties are taxes levied on goods produced within 
a country and destined for local consumption They ate 
collected from the prodneers and wholesale traders, but if 
good* are to be exported a refund is made to the persons con 
cerned They are also levied on alcohol and tobacco partly 
because they are very productive of revenue and parti v becau»e 
they discourage the consumption of those commodities In 
the Tmted Kingdom the tendency of modern legislation has 
been to throw the largest possible burden of excise duties on 
alcoholic drinks and to exempt other articles In the British 
colonies and the U *? A excise taxation has been largelv confined 
to alcohobe liquors and tobacco but on the continent of 
Europe many countries have applied it to other articles as well, 
such as sugar, salt and matches In 1901 the Government 
of Egypt imposed excise duties on cotton goods and so is the 
case with Japan which levies a consumption tax on kerosene- 
and sugar also In India excise duties ha\e long been levied 
on alcohol, opium and drugs An excise duty of Rs 1-4-fr 
per maund is levied at present on salt of six annas a gallon 
on motor spirit and one anna per gallon on kerosene A stir 
charge is now levied on these goods as a result of the Supple* 
mentsry Finance Act of 1931 

Thev are economicallv justified because the imposition 
of equal excise and import duties is a sound method of indirect 
taxation where the home industry does not require anj protec 
tion It raises the price by a lower amount than a single dutv 
of either kind to produce the same revenue and hence the 
injure to consumers is less than if a single duty of either kind 
is levied 

The imposition of excise duties on small or scattered 
industries is unsuitable because of the high cost of collection 
\s a general rnle, therefore, they shoul 1 be confined to tndns 
tries which are concentrated In large factories or in small areas- 
affording facilities for collection, etc 

In the case of a commoditv injurious to the individual or 
dangerous to societv, the excise duties can be useful!) 
levied as a means of checking its consumption Apart from 
this, they must be levied purely for revenue purposes 
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In order to produce sufficient revenue au excise doty- 
must fait on n commodity of general consumption Tins 
indicates the limitation of excise duties in case of a country 
like India where people are very poor and an excise duty 
as that on salt is disadvantageous from their point of view 

When an industry requires protection anv further necessary- 
taxation on its products can be raised by excise duties provided 
thev are fully countervailed by import duties The import 
dutx should never lie lower than the excise cess hut in some 
eases it may be pitched at a higher level Where the local 
product i-> inferior the additional import dutv should be higher 
than the e\ci«e duty 

Pxport duties are taxes levied on the export of corn 
modifies from a country for purposes of producing revenue or 
for protcctn e purposes also The incidence of an export dnfv 
depends upon the conditions of the supply and demand of 
a commodity If the commodity is such that the exporting 
country has a monopoly of the supply of the commodity, 
an exjort duty thereon will raise its price provided tlio 
demand for jt jn the foreign country is inelastic or strong 
Under such circumstances the rue in its price nail be eqml 
to the amount of the dutx levied and its incidence will fall on 
the foreign consumer Tut if the proportion of the world 
market supplied by the country imposing an export doty is 
small its price will not rise by the full amount and its incidence 
will fall on the home producer If the producer raises 
the jnce by the full amount he will be undersold provided 
other countries also compete in the supply of the com 
modity and they send it free of tax or have other advantages 
Onlv in case of an absolute monopoly will the duty fall on 
foreign consumers provided they ham an inelastic demand for 
it Such casts are, however extremely rare and therefore, 
it can be said with confidence that some portion if not the 
whole of an export dutv falls on the home producer Under 
such circumstances it naturally reduces the production of the 
commodity 

Frtn if the monopoly of the country is undisputed in the 
export of the commodity, tl en also the duty fall3 upon tho 
home prolucer to a great extent If its price rues, the 
foreigners will use substitutes for tho commodity but that will 
depend ii{ on the ri e m the price of the commodity and "the 
availability of substitutes Fxport duties are advocated* foi- 
protection as well as for revenue purposes If an export duty 
is linnl for protection Jt either raises the cost of the raw 
material m the fort ign country or reduces the cost of the raw 
material at home The borne manufacturer benefits In both cases 
The peculiar characteristic of an export dutv is the fact that the 



1G6 CCRRF\CT A\I> C0U31BPCB 

protection operates on the raw material of the industrv and 
places the whole foreign product at a disadvantage , while a 
protective import duty gives the disadvantage only to that 
portion of the foreign product which enters the home market 

An export doty is disadvantageous from the following 
points of view as a means of protection Firstly, it antagonises 
the foreigner bj raising the price of the raw material in the 
foreign country Setondlv, it taxes production instead of 
consumption finally, an export doty to be effective for 
protective purposes must be verj high for raw materials from 
a very small proportion in the cost of production of the 
manufactured goods generally To produce its effect the 
export duty must be very high Its high price will make 
substitutes available in the foreign country and the burden 
may mostly fall on the home producer 

The Indian Fiscal Commission recommended the levying 
of export duties only for revenue purposes provided the dnfy fell 
mainly on foreign consumers and its production in India was 
not discouraged 

Bounties — A bounty is a payment made at intervals 
by the Government of a country to producers of a certain com 
modity whose production is sought to be encouraged It 
may be given in proportion to the qnantity of goods produced 
or sold or exported It is therefore, very similar m its effects 
to a protective dtitj inasmuch as the object of both is to 
stimulate the production of a commodity and both have a 
tendency to turn labour and capital into a ilifferent bite 

It also differs from protection A protective tariff 
encourages an industry by reserving the home market A 
bounty, on the other hand, enables home producers to 
meet foreign competition more easily not by raising prices but 
by lowering them Another difference is that a protective 
duty enables home producers to charge high prices, but a 
bounty enables them to charge lower prices than they other 
wise could do A bounty is more effective than a protective 
duty for tbe latter can guarantee them only the home market, 
but makes it difficult to capture foreign markets as it raises 
prices and incomes by encouraging the imports of money 
A bounty, on the other hand, enables home producers to charge 
lower prices and thus they can capture foreign markets as well. 
Thirdly, a protective tariff gives tbe advantage at the cost 
Of consumers, while a bounty gives the advantage at the cost 
of tax payers 

A bounty is less objectionable than protection for the 
encouragement of an infant industry at home A bounty 
system involves taxation which is very much resented and it 
will not lie voted upon unless it is very desirable Further, 
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protection creates Tested interests and its withdrawal becomes 
verv difficult TLe bounty can be more easily withdrawn for 
Its withdrawal will mean reduction m taxation bounties 
should, therefore, be given in tho«e cases where an industry 
is to be encouraged and when its produce is mostly consumed 
by poor people In that case they will have no burden m the 
form of high prices, hot will actually get relief and the burden 
will fall on the nch for taxes are levied on the rich unless 
the) are indirect 

Its effect on nominal wages will be that they will rise, 
because m order to increase production more must be paid to 
wage earners But real wages may not rise or may even 
be lowered if the bounties are paid by raising indirect taxation 
for m that case wage earners will also be affected 

The effects of bounties upon price level in the home 
countrv and upon economic welfare are — 

Bounties may be only so high a 9 to enable producers 
merely to capture the home market This will decrease imports 
of commodities and if exports do not decrease much money 
may flow into the country raising the general level of prices 
and money incomes m the bounty paying countrv till equili 
brium is established If they are high enough to cover even tho 
transportation cost the producers m3) capture the foreign 
markets as well This will have exactly the same effects as 
in the above case 

The effect upon economic welfare depends upon whether 
the trade is directed to less advantageous channels If go, 
economic welfare will be damaged Their effects in general 
are the same as those of a protective tariff 
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Banking and Functions of Banks 

Tiif term bank fm Ix-en defined in various wavs }n 
text books <tn loonomi^ "Modem banking operations are 
becoming divide in nature and specialization and division of 
lal o ir jlav a virv important part in 1 anking bnunc's al s o 
Then are « me banks which nsuallv snpjly finance for indns 
tries for fairly long period* of time, fome specialize in manti 
faotunng agricultural ertsbt, others finance internal lonal trade 
some l*nd sliort term finance to tlio>e engiged in trade and 
commerce and the mam duty of some types of I anking institn 
tions consists in so conducting and guiding smaller banks and 
in controlling the money market conditions tint national 
interests mav be served best Thus it is not possilleto give 
a concise and clear ent definition of the term bank ’ which 
will include the functions and services of all these various 
form® It is protnblv well to disregard all definitions of the 
general word bank and substitute in its place qnahfying 
phra«es which designate clearly the nature of the business 
performed bv a particular tvpe, e g , commercial banks, indns 
trial bank®, mortgage banks, exchange banks, savings 
banks etc 

Tho'e is one drawback of the above classification ''O 
one particnlar class of banks pirform* the function* which the 
cla«sification would seem to sngge«t Industrial banks for 
instance, do not confine tl emstlves exclusively to raisin'' 
Ion** term finance and investing it in industries Commercial 
banks do not in all countries confine their activities to short 
term lending and borrowing of money On the continent tl ev 
perform the functions of industrial banks also Indigenous 
banks and monev lenders in India combine money lending bank 
ing and trade A general definition which does not include 
and denote all the«e duties and services of various classes of 
banks should thus be considered unsatisfactory The tnott 
common definition oj a banl it to eali tl an mstitul on ichteh 
dealt in money and credit This definition is however, ven 
limited in scope and conveys a very imperfect idea of the duties 
and services rendered by modem banks Broadly speaking, 
a bant is an institution which borrows monev from those who 
gave it and lends same at reasonable rates of interest to those 
wj o can prop* rlv utilize that money in trade commerce and 
industries of various types It acts as the custodian of the 
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funds of its customers and helps them an tunes of need with 
money and expert advice It does not usually grant aceommo 
dation without adequate sl canty 

V vrious Clashes of 

There are various das es of bants performing different 
functions There is no dear cut division of the functions of 
these various clashes hut there is a certain class of business 
commonlv performed bj certain institutions which entitles 
them to belong to a separate category It does not, however, 
mean that m actual practice institutions coming under a certain 
class do not take up business commonl> done bv institutions 
Vil ich fall into some other class The 05 orations of each class 
may be studied tn detail 

Commercial banks arc those institutions which raise short 
term finance in order to lend it for short periods Such banks 
raise loans fir six months or a year at the most and lend it 
to businessmen and traders for corresponding periods They 
do not furnish the whole fixed capital for trading purposes, 
but supply ODly as much as is needed for carrying on businesses 
Such banks encourage onlv genuine borrowing as distinguished 
from speculative borrowing The depositor can demand his 
monev at the expuv of tin. short penol of timo and therefore, 
commercial banks should cmj lov such money in self liquidating 
and rapidlv maturing securities like genuine bills of exchange 1 
Thus ortho lox theorv forbids the granting of long term loans from 
short term deposits In actual practice however, commercial 
banks hud money for investment purposes help speculators 
and also grant loins for mrelv consumption purposes Such 
banks thus perform functions which orthodox theory would 
not assign to them In Germany France other continental 
countries the U b.A , etc , they combine commercial operations 
with m vestment functions 

Savings banks are institutions which cater for small sums 
of money and their mam object is to promote thrift They 
pool the resources of people of small means and lend them 
to bu lnessmen and to others on the security of real estate 
By law their choice of making loans is limited and the} can. 
lend on best and the safest security Such banks do not 
maintain handsome reserve? because the amounts of deposits 
received bj them from their customers exceed the possible 


‘ fc> iuiu Willing au ui lie luuc ions of a bank 

What * bank can with piopnety * ivance to a merchant or under- 
taker of an' km 1 is not either the whole caj ital with which he trades 
or even any considerable part of that ra| ital but that part of It only 
w I ich he would others' isc be obhg d to keep b\ h m unemployed, 
an 1 in reads monev for answering occasional demands iVealth 
of \ afion« 1803 Edition p 231 
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■will drawals In Fn gland and the U.S.A there are ft very largo 
number of such institution* and fn the former country the 
Trustee bavmgs Hanks h3ve been overshadowed by the Post 
OfEcc brings Pinks 

There arp special institution* called co-operative bank* 
and land mortgage bank* which have specialized in ngncul 
tural finance for short and Ion? periods respectively The 
latter grant loans on tl c security of landed propertv and they 
have an expert stiff of their own to ajsiss the value of the 
property mortgaged The former ones dlfTer from joint stock 
banks in various wavs Iirstly, the co-operative banks cater 
to the needs of the poor people, the cultivators and labourers 
and the joint stock banks receive deposits and lend montv to 
the rich and the middle class people Secondly, the co-opera 
tivc banks give mort emphiM* to honesty and character of 
the borrower in matters of loans If people who an* very 
honest have no collateral security to off* r the banks will lend 
money to them against bills of exchange, wlicrras the joint stock 
banks lay emphasis on material tangible security The 
eo operatise banks aim aup«rvise the cultivators in connection 
with the u«e of these loans, but the joint stock banks nsuaUv 
do not do so The latter will be satisfied if their security JS 
good and will not have nnvthing to do with how the borrowed 
money n spent by the borrowers Thus co-operative banks 
capitalize tie homstv of the people 

The industrial banks lend money tobrge-scale producers 
with which the latter purchase their various assets including 
land and buildings and they repjlv longterm loans They 
have experts to adme them with regard to the prospects of 
new businesses requiring loans and with regard to existing 
concerns also Thev have a very high paid up capital atnl 
nsuallv exercise effective control over companies to which they 
lend money 

The exchange banks finance the foreign trade of a country 
and deal in foreign bills of exchange They also handle gold 
and silver in this connection. 


The investment banks and trust and finance companies 
collect funds to be utilized for productive uses They lend 
money for long periods and attract capital through debentures 
ior 20 or 10 years and usually they have a verv largo paid up 
capital of their own which they can lock up in lucrative assets 
Thev discount bills of exchange, lend monev on approved 
securities, on the mortgage of land, house and shop property 
and underwrite securities, etc 

.. B should emphasized that a clear cut specialization of 
the type described above does not usually exist m practice 
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Fach of these types performs duties which hare been described 
above as belonging to others The efficiency of the banking 
svstem of a country deoends upon a dose relationship and 
interdependence of these various institutions 

rcffNOMio Services of Bcvks 

Banks afford numerous facilities to businessmen and to 
tbeir customers They hold the funds of their customers in 
safe custody and honour their cheques drawn upon them 
They collect cheques, bills of exchange, interest and dividend 
for their customers and advise the latter with regard to the 
status of individuals and corporations to whom credit maybe 
allowed They promote the financial stability of their 
customers because credit can be granted to the latter on the 
recommendation of the bank 

Banks collect money from various sources and make it 
available in suitable sums to those who can make a proper use 
of it Thus tliej help m the accumulation of capital and m 
increasing production They create purchasing power in the 
form of cheques and other marketable securities With the 
help of the banks easily marketable wealth of every kind can 
be converted into purchasing power Banks furnish their 
customers with expert ndvice and the possession of a bank 
account stimulates thrift, economy and saving on the part of 
customers The banks in modem times arc the nerve centres 
of the modem world and a failure of banks paralyses to a great 
extent the entire economic organization of society Bank 
failures bring m their turn lessened production declining 
number of exchanges, business depression and a decline m 
the volume of trade and employment It is true that the 
economic prosperity of the people of a country depends upon 
natural resources, social system, national character and the 
availability of skilled labour , but a good banking system is 
very useful to make increased production possible It improves 
the tone of credit and the business morality of society to a 
very great extent IIone®ty, good faith, sound business 
principles and the sanctity of contracts are qualities which 
are promoted by a good banking and credit system Tho in- 
creased production of the post industrial revolution period has 
been due to the widespread and thorough organization of bank- 
ing bnsme'3 conducted under sound and expert guidance 

A bank plajs a very fnndamental part in releasing the 
necessary economic energy which stimulates the accumulated 
resources of a large number of people m order that they may 
be available for industrial development It exercises a whole- 
some influence over industries financed through it Through the 
discounting pohey and reserves, the industrialists and business 
men can be made to do what is necessary and desirable which 
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probably, kft to themselves, thev would not do Da business 
man or an industrialist conies to know that accommodation 
for working capital would be withdrawn, he can be made to 
follow a jioliev of re organization, expansion or rationalization 
as desired bv the banks Banks are expected to select the right 
tvpe of men and enterprises to finance and in this war thev 
exercise a gr< at power in moulding the economic activities of 
a country along right lines The wholesale and retail dealings, 
transportation and other phases of economic activity which 
depend i pon borrowed mone\ am under the influence of banks 
and bankem 

Modem production is round abont and the processes of pro 
duction are indirect A great deal of time and capital is required 
for commodities to be produced Teal caj ital labour and 
raw materials are necessary and before the finished product 
can be obtained commodities have to pass through various 
stages During this time, raw materials have to be paid for 
and money is required to be Risen to labour and to incur repairs 
and renewals to old an ! worn out buildings and machincn 
Tins is done through banks which finance practically every 
operation of prodnc'ion The connecting link between tlio 
various activities of industrialist*, manufacturers an l growers 
of raw mater all, etc , is the banker 

IUvrraa as Monty Chancfus 
Farly bankers were monev changers and thev facilitated 
trade and commerce bv changing one currency for another 
hecanm in the same country there was a bewildering multiplicity 
of coins Gradually thev b'-gan to provide safeguards for 
their customer) and issued receipts to them for deposits This 
■was the basis of credit and people entrusted their money to 
those banks only in whom they had implicit confidence These 
reeeip’8 could be bonded over to creditors who could get gold 
on presentment to the drawee banker This receipt gradually 
attuned a standardized form and to dav it is known as a cheque 
through which money can be withdrawn from a bank 

Gradually the note issuing function came into existence 
It was in this wav Some gold lay redundant with banks which 
they coul 1 lend on interest The loans look the form of actual 
gold or the signed notes of the bank to pay gold on demand 
to the holder The State in the early stages did not exercise 
control over tl is function and hence a Large numb) r of banks 
i 'sued notes to an extent that was far beyond their capacity 
to redeem them in gold on demand The result was a series 
of failures of banks and the loss of money of innocent people 
and a consequent loss of ronfilenct Gradually the State 
began to exercise control over note issue which is now 
regulated bv law in all countries, and in most countries tho 
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note i*«tung business is undertaken by and allowed onlr to 
■central banks 


Tnr Ciirqtri Sr»TEM 

In industrial countries and specially- in towns the cheque 
*vstem | las* a wn greit part in facilitating exchanges in 
various countries of the worll V cheque is accepted only 
in a mrrow area and is accepted in paunent only from known 
parties Customers arc given the right to draw cheques on 
balances to their credit on current or drawing accounts at their 
eonvinienet mil for amounts required h) them A cheque 
for an amount higher thin the one which exists to the credit 
of tin customer in 1 Is banking account will not lx pai l unless 
there las l*e«n a ]nu us ngru ruent Intwian the bank and 
the customer an! the lanktr las allow 1 tie customer to 
ovirdraw lui accmnt l)i]W«its subject to cheques jl»\ a 
large |>art in facilitating ixchangcs and in somo rcapict* a 
chequ* is lxtter than n note V note mav Ik. stolin but if 
a chcqut is stolin the banker will refuse pument if informed 
in du turn \ « h< quo is listless without lam" tilled in an 1 
sign* I and ivro whin it has boon oomph »< d 1 customer has 
•certain safeguards to save himself from the risk of Ins* It 
can 1 e tilled in at an) c< nv nitnt time an 1 for any convenient 
amount within limits Hence tli chi quo state ni is ditrlopod 
ter) bighlv in bu«\ towns and icntres Tli ae credit tnstru 
ntents arc us* fnl Q3 they sati gold and facilitate exchangij 

BlLANCt. HU FT OF A COHMEECIAt. IliM*. 


List llitios Amount 

IN A , 

A itho-itcl f*i( Hal 

Sit icrlboi Cipltnl 

I 11 1 up I ipital 
Il»s r\o hunl 
llepos ts 
\ote* 

21 11s I evnble 

II 111 Itecrtiabl* 

(acceptance* on Pel nlf 
nf customers) 

Profit an 1 Lok* Acrount 


A««cta Amount 

Its a P 

Cash at Hand 
<*sh at Hanker* 
tall 1/osns 
II Us Ihscountod 
\ Icances 
Investment* 

11 11* lleccivnl le ns per 
centra (acceptances tor 
* I Ich customers nro 
hall » 

Until. I ren l«rn amt 
Dea l StocL 


The above is an imaginary balance sheet of a hank showing 
tie assets and lialihtics V balance sheet is that statement 
which is i n pared bt ll e nwm rs of a business concern with a view 
to Dud out the financial position of their business , an 1, properly 
prt i arid this shout l enable people to know tin. financial position 
»fc a glance In else of joint stock, enterprises the prej aration 
nnd publication of tin balance sheet 13 obligatory at law and 
the same lias to be certified b> auditors 
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On the left hand side, in the above case, the Items are known 
as liabilities and those on the right hand s de are known as 
as et* of the hank The term liabilities’ refers to those 
it* ms for which the banker Is responsible to make payment 
to other people In the case of the paid tip eapi'tl and the 
resem fund the bank has a permanent liabilitj to its share- 
holders The assets are the property of tl e bank including 
cash and the bank has a light to receive money jn ease of these 
i*m s from its debtors 

\uthomi 1 Capital’ isth* amount of capital with which 
a bank is registered and on which it has to pay some registra 
tion tee The whole of it is not offered t*> the public to be 
purchase*' by the latter, bntonly a part is offered and subscribed 
by poojle Tbe portion purchased by people it known as 
subscribed capital Actual cash i« not immediately poid by 
the purchasers of shares Some money is paid on application 
and «onie when sliares are allotted to them Later on the bank 
calls upon them to pay as much as it requires and the share 
holders cannot be asked to pay in aggregate a sum exece ling 
the fate value of the shares held by them The portion which 
has actually been raid in cash is known as paid up capital 
The portion which the shareholders have been called upon to 
par is known as called up capital and if calls have not been 
paid in full, the unpaid amount on calls is known as calls m 
arrears If the calU are not paid in line time the shares are liable 
to be forfeited by the bank A certain portion of *he capital is 
left uncalled and is known as reserve liability It is usually 
called up on v in the ease of liquidation and it h a sort of 
guarantee to tho«e who deposit their money with the bank 

“I e*erre Fund is that portion of the profits of a bank 
which « not distnl nted among the shareholders bv way of dm 
dends and it strengthens the position of the concern In some 
cases when the bank is in a flourishing condition, its shares can be 
sold m the market for a higher amount than their face value 
If, therefore, fresh shares are issued, they can fetch more than 
their lace value and the excess of the gale jnee over the face 
value goes to the reserve fund The bank can uso this fund m 
cases o' emergency when it is sustaining losses and it strengthens 
the financial position of the bank and also inspires confidence 
in the minds of customers This fund 1 ? invested by the bank 
in good securities from which an income is obtained 

Bank deposits consist of cash or ti’les to cash deposited 
by customers People deposit their money with the bank 
for a fixed period of time which they cannot withdraw without 
the expiryof the period unless the bank allows them to do so 
They are known a3 fixed deposits from wluch money cannot be 
withdrawn by cheque Deposits may be made into current 
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account from winch money can bo withdrawn by cheque at 
the convenience of the customer during business hours Actual 
-cash may bo deposited by the customer with his banker or 
certain titles to cash may be deposited for collection as cheques, 
bills of exchange and dividend warrants for which the customer 
has to receive payment The hank may also grant loans to 
its customers and to this extent the customer can draw upon the 
banker in favour of his creditors This conies to the same 
thing as if the customer has actually handed over cash to his 
hanker on which he can draw later on A customer may like to 
discount a hill of exchange and the actual present value of the 
bill wiinus discount mav he paid to the customer or as usually 
happens the present value of the bill is credited to the account 
-of the customer while the discount is debited Thus deposits 
are not made in cash only but created also and a vast majority 
-of deposits are not paid in cash to the hank, but consist of 
-credits borrowed from the bank The customers draw cheques 
against them This right may be created by the customer or 
b\ the banker and in w hates er way it may be created, the banker 
must be prepared to meet the obbgation as soon as it is 
•exercised by the customer 

The creation of credits by the bank depends upon its 
cash resources A bank must have adequate cash resources 
to meet Ins customers’ demands Thus credits can be created 
■on the strength of the cash resources, but the banker can lend 
more money than Ins actual resources He knows that all the 
customers will not exercise their right at the same time and 
in the words of \V S Jcvona, * The whole fabric of our vast 
commerce is found to depend upon the improbability that the 
merchants and other customers of the banks will ever want 
simultaneously and suddenly so much as 1/20 out of the gold 
money which they l\a%« w right to receive on demand at any 
moment during banking hours ” Deposits thus may be 
created to the extent of four or five times the amount, bnt 
w banker should follow a sound banking policy so that 
prices may not be affected * Customers usually keep a 
minimum balance in their current accounts which is utilized 
in creating credits The banker knows by experience that 


* Professor C< Cas-'Ol in his book Money and Exchange after 
1014, wntes on page 103, ‘The supply of credit must be so regulated 
■that no rise m prices and naturally no fall in prices either takes place. 
In order to keep demands for credit within the limits of available 
means the bank must apply interest rates fixed with that object in 
view, but in their continual scrutinizing of the demands for credit 
must a!«o be able to effect the necessary restrictions The main 
factor determining Interest rates throughout the entire banking 
system is the Central Hank’s discount rate and in addition the Central 
Bank naturally possesses a very (crest influence owing to the general 
.ad wee it is able to give to private banks as to their credit policy.” 
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tlis amount would not Ik* drawn upon ard usually 
ii no' allow ttl if the minimum balance is reduced 

Tt e note ii«uiog busine*s is not undertaken now bjr cn* (I) * 3 
n-nf ul b ink* and i» re^rrtd generally lor Central Pinks 
‘1 U« Pliable are bill? drawn by the banker upon 1 hoc* id* 
an 1 sol l to psxip’e wlio want to remit money to other I“ ac ^* 
Tb i li3\e ~ot to be pail on presentment and arc liabmti * 
Tl f bank mac al o have accepted ct rtam biU3 on behalf of «* 
eu t< it rf- which it ha3 got to pav on matnnty and such bujs 
are m i »e \ n this Pent This latter cla-a i* known as atcopt 
ant 1 1 < n I ehalf of customers 

Pro'll and Bo*s Account mears profits earned during the 
)<ar together with tl e same brought forward from the previous 
reir Out of this snn* dividends are distributed to the share 
hollers and the nsidual undistributed amount is included in 
the balance sheet 

The tir*t two ifen s on the assets side constitute f be cash 
reserve of the banker TJio latter 3tnonnt, if, cash 
bankers is htl 1 at tbe C*ntnl Pank 

CaO loans’ means money lent for not more than ««ren 
dav* or ore* right moncs aUo Tbe tank has n right N> 
dunndtbis monev within 21 1 onrs If (he demand fordiseomH 
in g Ill’s is thick tl cse loans furnish an outlet for funds that 
would otherwi e retrain idle TJ er art ustiallv made at verj hor 
rate* of int< rest varying from 1 to 12 per cent l>cean*e ther 
are grants d on firstcLiw securities and the borrowers are men oi 
good standing They are thi fr*t line of defence ns the secnntf 
on *hleh they are groen it rt-aPilv market »l le A high rate for 
call morev d<* s not mean much profit to the bank, tai'in** 
jrirate individuals withdraw i onej from the lank and lesd 
>t to borrower*. 

1 ills discounted’ means Iflti o r rschange pnrihajod bv 
the tankir and pavnient may ta made fmnediaNly or the 
amount rciv bef laced to t! « credit of the ms'onier on which he 
can draw bti r on Discount i» tl i prosit to tl e tanker in 
S-cli cases The barker Ins u ng bt to obtain jwsnwnt at 
maturity from the dro«e** 

*• k Ivinccs" are loans given by a banker to 1 is castorocra 
on t’ e sltrcgth of son e leconty Thcs n ay l>e granted »n 
tie ecnirity of prontusory robs or may b«. the mnft of * 
i«(fl«tr* oTenlrafti aTan-ejneru with the tank K tank 
a* oi 11 *ahe* tie Allowing precautions ja grant Jru loans and 
advaRivs — 

(I) A very large nn-fcri atari! hot be given to one 

Ictaiicat but slould be gmn to s large urn U»r, became 

the latter leaili to tV du ’nbnuoo of rwk 
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(°l The nature of the security should be judged anght 
V fxrfec* banking security should combine ultimate safety, 
a certainty of payment on a specified and not a distant date, 
a capability of being converted into money m case of un 
expected tmergency and a freedom from liability of deprem 
tion 

ft) Too much of one single class of securities shoull not 
be a cepted as cover for loans became m the event of sale 
the banl w ill suffer a great loss by a fall in their market price 
brought about by large sales 

(4) The banker should keep a good margin in 1 is favour 
ind normally ten to twenty per cent margin is neces*ir\ 
according to the quality of the * enrity 

( >) ITonestv integrity and financial standing of the 
borrower should be scrutinized ev«.n t* otigh sufficient collateral 
security is deposited with thi bank 

I rom the bank s point of new all loam can be claimed 
under (11 Loans on stock exchange collateral and (») loans 
on commercial paper I oans on stoi k exchange collateral 
are granted to l ill brokers and stock brokers for short periods 
If customers on the pledge of securities ri quire the opening of 
i loan account tie bauk reckons this under the heading of 
loans on stock exchange collateral roitimercial paper 
includes overdraws loans on tin sccnntj of l romi orv notes 
cash credits and personal loans to big commercial peojle 

I oans nnj al o be classified according to the penod of 
time for which tliev are granted bhort term loans art those 
■which run from a single day to about 90 days Long term 
loans range from six months or more as the case max b to 
several years 

Coming to the studs of loans thenisclres an overdraft is 
the result of a previous arrangement with a banker who allows 
the customer to withdraw clieqms for a sum lugher than that 
standing to the ere lit of the customer m current account 
This is done on the strength of some security To oltain 
an overdraft the head of the hrn calls on or writes to the bank 
and advises it that it wishes to overdraw its account 
for a i resenbed amount and the bauk then honours cheques 
against it fc- approximately that amount — the sum is never 
rigid and the exteut of the overdraft is left to the requirements 
of the firm 3 A cash credit is an advance ou current account 
The euston er has to pay nterest on the amount of hn> debit 
balances from day to day Interest is charged on the amount 
actually withdrawn and the customer can repay any portion 

* tioi intic at d J-creign trchui jt Ly liv-s, p e>4 qu use by 
Dr UamClandniHau 
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of the borrowed *nrn whenever he likes In India the custom*' 
has to pay intere«t on a nummnm balan< e whether he may °r 
may not withdraw that snm 

Investments’ means the holding of gilt-edged securities 
and other first claij bonds in which the bank has invested 
monev Broadh speaking, the operations of banks of disconnt 
mg bills and making loans may be called as different methods 
of investing monev A banker prefers commercial paper f° 
stock exchange collateral 3nd the latter are preferred to staple 
commodities and real estate This is the order of tho banks 
preference A bank does not find investment business 
profitable as loans and discounts It can make profits only *f 
there is a possibility of n«c in the pnres of secnnties, but it shodd 
not speculate in the vatoe of these securities to n^ke profits 
What proportion of funds should be invested by banks in gd* 
edged securities does not depend upon any a prion rule The 
usual practice is that the capital and reserre fund are usually 
invested in interest bearing secnnties The paid up rapital 
and reserve funds do not belong to the public and cannot l* e 
called np from the bank JInch more can be inreated but this 
depends upon the stability of the bank and upon the confidence 
which it inspires into the people In times of panic ev* n 
government securities are unsaleable In normal times they 
strengthen cash reserves, but in tunes of panic they constitute 
a real banking re«erve available to meet a run on the haok 
and there is the risk of depreciation even in the case of fir* 1 
class securities 

“Acceptances means bills of exchange accepted by the 
banker on behalf of Ins customers Atmatnrjtv the customer 
places the funds with tbe bank with which to meet them Tlic 
banks '-an profitably utilize their monev in accepting the bills of 
their customers for commission and later on, in selling them 
in the market Without spending anything of their own, 
the banks finance their custon era and ob'am profit by accept 
ance business The total amount o' bank acceptances must 
bear a del mte relation to its resources and the common practice 
is for banks to accept bills up to the amount of their capita! 

“Dead Stock ’ refers to buildings, office furniture, etc i 
which Is necessarv for carrying on the bn«mess These assets 
are regarded as dead because the money sank in them does not 
bung anv direct yield to the hank 

Bp an cu Banking Yertiu Independent Banking 

Branch banking permits the easy transfer of capital from 
places where funds are redundant to places where they ate 
required urgently Thus seasonal needs can be easDy satisfied 
and interest rates tend to be equalized throughout the country 
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Under branch banking risks can bespread in vanon3 industries 
because different branches existing in different localities can 
finance local industries and the failure of an industry to repa\ 
loans will not thus jeopardise all the branches Hence branch 
banking leads to greater stability because local runs can be 
more easily met than under independent banking with smaller 
reserves First class skill and efficiency at headquarters can 
be made available to all branch managers and internal and 
foreign exchange business can lie economically handled and 
adequate banking facilities can be provided even in small 
districts local capital and skill can be utilized to the most 
profitable extent, because local men will regard it a matter of 
prestige m bt coming the managers of smaller institutions rather 
than in living subordinates in large concerns where they mar not 
be consulted on important matters The opponents of branch 
banking point out that some of these advantages are not realised 
in practice and others art equally available to independent units 
There are evil3 particularly applicable to branch banking from 
which independent b inking is entirely free The dangers of 
branch banking lie in monopoly power la ing used bj monopolists 
and not in the exist* nee of separate branches The tompetiti\e 
waste of branch bankmgand the charging of high rates of interest 
in established localities to compensate the losses due to low 
rates of interest in undeveloped localities arc other disadvan 
tages pointed out against branch banking The managers do 
not remain long enough at one branch in order to become 
thorougldy acquainted with local conditions 
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Central Banks 

Qt r“no'' afTeetinjf the Centnl Rank hare urgently 
requires! consideration elnriag the last decade in almost all 
important countries of ♦lir world TJie Internationa! Financial 
Confer* nee met in Brussels in IhJO and one of its resolutions 
related to the fact that in countries where there is no Central 
I ank of I«sue one shoul 1 be established and this resolntion 
emphasizes the close connection between the maintenance of 
financial stability with the functions of a centnl banking 
organization In the follow irg years the advau of the Confer 
cnee ha» t*>en widely follow oil and new Central Ranks have 
been fitalMiwl in manr countries while the old ones have 
been overhauled The I eichsbank was reor?anizc<l accord 
mg *o tie Dawes Theme and new Centra! Ranks srere 
estatli hfd in Smlh \fnca, the Tmtli \menran States, and 
verr rmnth in \ustria a Fteserro Rank w \i crcatoel while 
the country was on the \< rge of financial collapse In India 
also one m going to tie established at n i earlv date 

In almost oil cases the main reason of the establishment 
or reorganization of the Central Rank was to stabilize the 
currency srsbm ard to prevent ore- i«sne and inflation. The 
1 ck of st»! ibty of tl *• unit of value had introduced ins cnrity 

in contracts, capital values haelhccn wipeal nut and the feeling 
of uncertainty regarding future conditions had created econo 
m«c and social disorders in the worl! To achieve stability 
of eurrency, the paper standard was req Laced l>y the (roll 
Stan lard with the help of the central banking do ice In orler 
to maintain tl e cstabli'lied mti » Utsmi a currency nnd gull* 
tie currency autlonty or Central I ank should buv and sell 
Sol t at a fin'd pa rite on demand and there shonl 1 t*- ro bar 
< B tl e free export on 1 import of told 

If tic currency authority las an unlimited obligation 
to J ron le gold or gnl 1 cxcl ange at a fixed j rice jt has a definite 
lues Wive to preserve its gold nurrcs when tbev are Mas 

,T _ 'Vr** Xf, \ Tills dram of go\l is due to a dtsee|mhbnura 
in the baUrre of trade of a , ountrs.or to put it man ace uratelv, 
in U** '** o! paitnrnt* T! is may l»e doe to two reasons 

Hrstly, *1 < rountry mar have hmtabroa I larger snowed money 
than are warraali-d by it* credit abroad ant secondly, the 
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internal price level may be higher than the external price 
level In both cases the remedy is to mate the credit dearer by 
raising the discount rate This will stimulate exports and 
discourage imports by lowering internal price level and attract 
funds to the country In both cases reserves will be strengthen 
ed and also the internal need for money will fall and people 
will return notes to huLs In the reverse case the reverse 
remedy, 1 1 , the lowering of the discount rate will be resorted to 
Credit will increase and prices will rise and the issuing authority 
will isaUe more notes on the strength of the larger gold hold 
ing« 

Thus stable currency is verr necessary and m most 
■countries the responsibility of lasum* notes is entrusted to 
a central hanking organization for economic and political 
reasons On the economic side there is a relation between 
the rate of discount, the note circulation and f lie volume 
of credit and the former is the chief instrument of rogulitmg 
note issue, credit and gold holdings and a3 the rate of discount 
js the instrument of a bank, it is desirable to entrust note issue 
to a bank On the political sule also the arguments for en 
trusting tho nolo issuing business to a Central Bank are weighty 
The Governim nt, if it lias the power, nm b< tempted to rust 
money bv issuing more notes when taxation will be verv un 
jopular Hence the note issuing function is usually entrusted 
to banks 

The issuing authority mar be a Central Bank as in 
Fnglan 1 and other countries or several banks ns in Canada till 
recently The former is preferable because the Latter alternative 
implies a divided responsibibtv and a lack of leadership and in 
the case of manv issuing authorities there cannot be one control 
ling force to dm it the monetary policv of a country, which 
is likely to be a source of weakness specially in a time of crisis 
ns w as the case w ith tho b S V in 1007 

There should thus be either a Central Bank or some other 
body like the h cderal Re&erv o Board or the ISA which is 
strong enough to cany out a definite hue of policy The mere 
establishment of a Central Bank does not necessarily give this 
The Bank must be so constituted as to be able to control credit 
and, in particular, to enforce a nstnctiun of credit on tho 
commercial banks if it considers it desirable to do so, for if 
the tommerciol banks could « ontuiuc to lend f reclv in spite o! 
a higher bank rate, the whole compensatorv machinery for 
attracting gold and regulating the volun oof notes in circulation 
would be invalid itod The Central Banks acquire the necessary 
influence through the but that, in general, they control tho 
reserves of tho commercial tanks and thus thev are able to 
tighten the money market bj appropriate operations which 
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base flip effict of rtdatinK the supplies of rash hihl br the 
commercial banks 1 

The recent experiences of Poland and Japan can be cited 
in cmphasirms tin importance of the above considerations 
Tin I olish enmncy liras ilj depn ciatcd in liecaiise 

tlic Csntra! Hank had no eFtctiar control of credit in the open 
market and consequently tluro si as an exco*«ire expansion 
of credit t>\ the commercial banks Ixcame of -u Jjicli there 

was a sen leass strain on the international assets of the Bank 

of Poland In Japan there have been similar troubles on 
niorr flan one occasion A fc.w commercial banks only keep 
thur lalancc8 with the Bank of Japan or tlosdy cooperate 
with it \t crucial turns the raising of the rate of discount 1 v 
the I ink has not been able to eheek the continued expansion 
of credit by the common il banks and this has boon t n< of the 
chief causes of the frequent financial ernes in Japan * 

Tin so are the reasons sih) nn» Central Banks hare been 
recent h iihblidml and tnanr oldi - ones hare been ovif 
haulril In Ital> grips wm taken in 1 02G to nmfy iindir 
the Bank o f Italr the note i*sms which foniurlj were to lh (> 
hand* of a nunitx r of lank* It is significant to note that tin 
Irish Banking Commission in 1920 njected the snsf-i «tio» 
entnis'in^ the control of the currercy to a Central Bank 
and i ropond that it *houl 1 Ik jrisen to A statutory commission 
Tin n icons were Jirsth , the Lick of an Indepi ndent discount 
market in Irolui 1 an 1 secondly, *t« rlinj tl en bi in™ tin cum i 
for Irdan 1, tl e Bank of I nzland was theCintral Bank for lie 
country 

It mar l*e »ail that from the |>o!nt of new or cnrrrncr 
stjilililj the risinjan ration and rclaulms of the Cent*al 
Bank* in various ciiiintries and the establishing erf tu w orit 
in tlo*e ») ere mm exist is more n<ces*arr now than ever 
Mon beeause ns a risult of the rotbp*c of tin monetarr 
*13" lard to adit ve the liability of price |nd international 
co-oj>eraitnn »« ne<*-«»ary Tinge obj«-etj ran be attained 
•’runs'll tie help of Central Banks 

1 narinx timsrra tm statp am the Crmm Bcsk 

Tie f.orimment ct a country i* vitally interested in If* 
of the Central Paul beesvi-.r if the la*ter fails it 
wsUi imoHe an mtoVral’ francnl ends in tht country 
the credit of the C.oremmcnt abo woell be a tvcrwlc 
The Ma‘e osjallv ke-p« it* habrrr, with tie Bark 

* hU-b »*.! k lilo Cniral 

* sce.rf «, y xjv - 

‘ 1 C AKev, C»mmr% , 1 *,f Japan 
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tvnd for these reasons it cannot be indifferent to the policy 
•of the Bank By its discount policy and consequent reactions 
on credit, gold reserves and note issues, the Bank controls the 
purchasing power and hence there is a special relationship of 
the Bank to the Government of a country In certain countries 
the Central Banks are conducted tinder a government guarantee 
as in Sweden In Ymtrabn, the Government is responsible 
for all claims on the Commonwealth Bank The mam question 
is how much hand m the management of the Bank should be 
given to the Government 

In the pro war period the tendency was to stress the control 
of the State over the Bank as in case of the Tteichsbank prior 
to its reorganization according to the Dawes Scheme Since 
the war the consensus of expert opinion has been to stress 
the independence of the Central Bank Tin following resoln 
tion of the Brussels Conference Banks and especially a Bank 
of Issue should bo freed from political pressure and should be 
conducted solely on the lines of prudent finance crrstallizes 
the general feeling on the point The reconstruction schemes 
•of 11 o League of Nations for Austria and Hungary emphasized 
the in lej endence of the Bank of Issue and the League 8 
Financial Committee have beea strong advocates of independent 
Central Banks Fvcn in countries w here pre war legal 
provisions are in force, the trend of opinion is against jtolitical 
control and a similar principle can he discernc 1 in the recently 
established Central Tanks in certain booth Ymencan republics 
Even where the BankB are private tl ey do not aim at huge 
profits but the economic advantage of the country i» their 
foremost consideration 

In spite of the above trend the Government in most 
countries have some influence in the matter of the constitution 
of the governing body of the Central Bank The Bank of 
England and the Reiclisb ink of Germany are quite independent 
■of Govirnment at least on paper though not in actual practice 
In practice there has beeu close and continuous co operation 
between the Bank and the Government in England where 
the Act was passed at a time when individualism was the guid 
ing principle m economic and political theorv In exceptional 
times there has been something more than this, because during 
and since the war right up to ‘September 21, 1931, when 
England went off the gold standard, the financial policy , thongh 
a matter of legal enactment, has nonetheless been dependent 
upon the decisions of the Government In matters as tLe 
embargo on gold exports the issue of Treasury N otes, etc , 
the Government consulted the Bank, but probably d tl ere had 
been a difference of opinion between the two authorities, the 
Government s view would have been the decisive factor But 
•except m abnormal times the independence of the Bank is 
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pec tiro The inner historv of tie Bank of Fogland 13 known 
only to tho*e in authority, lint 't 13 probabh safe to assume 
that thi relations of that institution with the Government 
] recent fen difFcnltio* that are not capable of amicable solution 
Tin Bank ha? in the course of rears bmlt up a body of tradition 
and expedience directed to the \ tibbc service which is unrivalled 
and it may be fa rly summed that no Government in this 
country would seriously desire to intervene in its admimstra 
tion (I\i eh and Film, Ctn'ral Pant,*, p 19 ) 

\s regards the Penhsbank the German Bank tet of 10*1 
sire’ i-d tin. independence of the Bank but it was devised 
by foreign experts when the financial polity of the German 
Governncnt was politically suspected and had proved nn 
sound eeonomicallj IYobab'v this distrust of Government 
influence woul I not have beta so manifest if *ke reorganization 
had come from within the conntrj Even then the T eichs 
president was given a limited veto over the election of the 
I ank s (resident 

IVom these independent organizations there is a gradually 
amending scale of Government control culminating in Kusita 
when the 1 ank is subordinate to the Government The 
Bank ol 1 inland is another example or a true State Bank where 
the numbers of the I oard of JLanagement are nominated bv 
the President of the I cpnbbc 

The tlieorv underlying the conception of a State Tank 
centrts on the proposition that bi cause a sonnd national 
economic life dejunds upon a wise central banking policy, 
the Bank si null be under the control of the Government which 
is the ensto ban of national interests There are certain dangers 
of tins ronr«< birstlv, as the decisions of tie Bank are of 
vital lmjKjrtance to the ccoaomic activities of the couutrr, 
it s nice s.arv that its direction «honld be as unbiassed as 
po«ibb Tliere cannot bo a continuity of policj in case of 
a ‘'fate I ank with changing governments and then cannot 
be freedom from pobtical bn« ia 1 s administration TI e cases 
of the T ank of am in the latter jart of the 19th century 
and of the I ank of trance In recent jears can bo cited to prove 
t! e joint In both cases tl e Banks acting tinder Government 
coraj ubion exceeded legal limits for advances to the Treasury 
with th" result tint cumncj Up} rccuted Jeavily The 
financial cri«n in b ranee ml9_i» was intendtled bv the deprecia 
tie n of tl e franc which was caused bj exceeding the legal limit 
from 41 miUn-1 francs fixe-! in 19 0 to over 3 000 million 
francs, with the revolt that t! e volnmc of notu in circulation 
row* to ovir I'i milliard fraors (lion O J\e) r 3 At I’lxaxrud 
tmu < 1 / Frojire, j j 230 -32 ) 
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The Central Banks in I atm Australia, Ssveden and 
Ttnlgana are instances of State Banks Irat in practice they 
enjoy a wide measure of independence of Gov eminent In 
these cases the Government anil the Legislature hare imposed 
■on then selves to varying txtents certain stlf-denying ordi 
nances limiting thur ojportnnities for intervention If thi3 
■conkl he done in all cases a btato institution on a smtal le charter 
could be as good as one independent if Government control 
but the danger lies m tin weaknes of human nature to resist 
the temptation of creating eredit when the machinery therefor 
is provided Tu protect the Bank from nnlue governmental 
interferenci, it is n< cessarj to makt it an independent orgnniza 
tion and to give such powirs to the State as are necessary 
But to vstabli h a '’tit 4 Bank flr«t ind thin devise maihtnery 
to give indi ] emlcn**c to tl i Bank setros to be futile In the 
neenth established or reorganized Central Bmks the temUncy 
is to move awav from cotnj] to Mate control as in the case 
of the Bank Act of W2I in Bulgam and in Czechoslovakia 
The above conclusion u subject to one qualification In 
-an extreme national cmcrgtncj all states ban got v right to 
get iiirchasing power from th* Bank winch mav mean cvpan 
sion of note i«sue or the stoj ping of sj*eeie payments The 
rejection of the conception of a fatati Haul does not moan 
that the State should 1 au nothing to do with the composition 
•of the Banks directorate or in the general shapin" of the 
relations between tl t Bank and the Mate Ihe degree of 
State influence vanes widely m diffcren eases 
DtrriFi op thf rcvrcAL Bank tow vrds tiib St nr 
The Central Bvnks nianige the Government accounts and 
the business connected with tie Nation il Dibt and generally 
act as fiscal ngints without anv specific remuneration They 
muallv havt tlmcustodj of government deposits free of interest 
forming jart of the Rani s working assets The concentrating 
of the lanking requirements of the State at the Central Bauk 
has many administrative a lrantages which aro amplv char 
from the lnstorv of the baited States Prior to the mtrodne 
tion of the lediral reverie ^jstem Government funds 
were distributed between 1 oOO National Banks and mne sub 
treasuries which materially influenced tl o conditions m the 
local moncj market hy j ayment or withdrawals of large sums 
on State account to or from local banks With the estabish 
meat of the Federal I eservp System the dutv of apportioning 
these funds among tl e depository banks was given to the 
Federal Fe«erve Banks an! they adopted various devices to 
avoid the upsetting of the monev market 

Another point ta connection with the relation between 
ihe Bank and the fat ate u that a Central Bauk as the note 
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issuing authontv of the country is given a lucrative concession 
of a public natnre and, therefore, Las to surrender a portion 
of its profits to the ?tate In the charter of nearly every 
Central Bank regulations are embodied according to which 
a part of the profits after paying a graduated dividend and 
allotting some monev to reserve funds is paid to Government 
The Bank mar also be exempted from the usual forma of tax 
ation In lieu of this The Pcicbsbank, the Banks of Greece, 
Austria and flungarvandof other countries eniov such privileges. 
In England tbe Bank mates some statutory payments to the 
Government in consideration of exemption from stamp duty 
on its notes as the Government there does not partake in the 
profits of the Bank 

P ELATION S BETWEEN OTT CPNTPAL Pane, COJIMEKCUL BANK# 
a vt> Tnr Monet Mapset 

The duties and functions of a Central Bank as described, 
by the Governor of tbe Bank of Lngland in his evidence before 
the Poyal Commission on Indian Currency and Finance should 
be as below — 

It should have the sole rght of note issue, it should 
be the channel and the sole channel for tbe output and intake 
of ’egal tender currency Jt should be the holder of all the 
Government balances , the 1 older of all the reserves of the 
other banks and branches of banks in the countrv It should 
be tbe agent, to to g[ eak, through which the financial opera 
tions at borne and abroad of the Government would be per 
formed It would further be the duty of a Central Bank to 
effect so far as it could, suitable contraction and suitable 
extension, m addition to aiming generally at stability, and 
to riarata'n that stabibty within as well as without WheU 
necessary it would be tl e ultimate source from which emergency 
credit might be obtained in the form ot rediscounting of 
approved bills, or advances on approved short security or 
Government paper * 

It will thus be seen that a Central Bank should be the bolder 
of all the reserves of the other banks and their branches In 
the country Banking re«crves should be concentrated in 
a Central Bank id order that they may be mobilized for use 
at any place These reserves should be maintained by the 
Central Bank in an extretnelv liquid form so that they may 
be available at a time of crisis Tl e Central Bank can expand 
and contract credit only if it has the control of funds and reserve 
balances of the commercial hanks It can then regulate the 
credit position as required by changing circumstances The 

♦ Klach and El tin. Central HanXj p 100 
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commercial banks should keep their cash resources other than 
till money with the Bankers’ Bank ; otherw lse they might 
deliberately oppose the policy of the Central Bank by expand- 
ing credit when that institution was aiming at restricting it 
In turn, the commercial banks are entitled to expect of the 
central institution that it will carefully consider their news 
on matters of common concern subject to the fact that the 
Bank lias a special responsibility for controlling credit In 
the United Kingdom, for instance, banks keep their cash 
balances in the neighbourhood of 10 to 15 per tent of their 
demand liabilities This involves a practical limitation on 
their initiative in creating additional credit They have no 
inducement to contract credit apart from their obligation of 
keeping the cash ratio Thus expansion and contraction of 
credit rests with the Bank, which by its credit pohev or opera- 
tions m bills and securities increases or decreases the market 
supplies of cash and thus expands or curtails credit 

The credit policy of a Central Bank becomes effective 
by acting on the cash position and the lending capacity of the 
commercial bauks The question in tins connection is whether 
the Central Bank should be allowed to enter into direct relations 
with the general money market or it should have dealings with 
commercial banks only To prohibit the Bank by its Charter 
from having direct dealings with the general market is undesir 
able At certain times credit restriction may be neci ssirj to 
prevent excessive speculation and other unhealthy symptoms 
of trade or to correct adverse foreign exchanges , but if the 
commercial banks have huge cash resources, the discount 
policy of the Bank may be ineffective Under such circum- 
stances the Bank can reduce the market supplies of money by 
selling bills and securities on its own initiative in the open 
market which process should be continued till the discount 
xate beiomes effective With the diminution of the available 
cash supplies, a policy of credit restriction can be forced ou 
the commercial banks The Bank can also purchase bills and 
securities which can increase the cash of the commercial banks 
and thus a sudden stringency can be relieved at the initiative 
of the Bank and credit expansion h possible Open market 
operations are thus very necessary and desirable 

There* is another reason why open market operations 
should he allowed The Bank has to employ its funds remu- 
neratively under appropriate conditions and safeguards, but 
this will not be possible in the absence of open market opera- 
tions by the Bank This will also help the Bank m fulfilling 
its primary function of credit control Tins has been the 
experience of the U S_A and England In the Litter country 
the Bank has also the power of dealing directly with the bill 
brokers and discount houses and thus maintains relatively 
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stable conditions when carrying out largo money operation* 
connected with Govern mint and international finance? 

This power should be exercised bv the Bank with discre- 
tion and should always be subsidiary to its main function 
of credit eontnl The bank shonld not lend directlv to maim 
facturers and traders because if it is bound by its commitments 
of direct lending to busines>men credit restriction will be 
extremely H iff cult as it will lie unwelcome to businessmen 
Tims a Central Rank should not receive deposds from pnrato 
(uatomern Tits restriction has been imposed upon the federal 
PeserTe Banks by the Icderal Reserve Act In other cascs- 
tle limitation is indirect because the Bank cannot pay interest 
on deposits from j nvate customers 

\ Central Bank should keep its resources highly liquid 
and its business should be condncted on the safest lines to 
avoid lad debts For this reason also a Central Bank should 
be excluded from direct association with industry became 
loans to traders require freqnent renewals and this is the 
business of commercial banks This exclusion of the Bank 
is also desirable in the interests of maintaining good relation* 
between commercial banks and the Central Bank The- 
Central Bank can inspire confidence if it does not compete with 
commercial banks and as the Bonk has a free use of Govern 
ment balances it should not take undue advantage of them 
Its advice can only be accepted by the commercial banks 11 
thej have confidence w the Bank 

The credit jwlicy of the Central Bank works through tho 
transactions of the commercial banks The latter look to 
the fom er fo* help aud guidance m times of need If a com- 
mercial bank i* prudently managed and is sound it can get 
loans from the Central Bank on approved short term securities 
and can also get approved commercial paper rediscounted at 
the Lank The grant of these facilities is a nniqne service 
rendered by Central Banks The Central Bank should not, 
hov ever, att withou* proper care and discrimination, other 
wise sound banking will not be possible Business crises and 
bank failures can occur in countries having a Central Bank 
and the fact that these things take place is no criticism of 
Central Banks Central hanking is not a substitute for 
prudent banking but it affords the best basis for a sound 
banking and business economy and the surest safeguard for 
the stability of the currency 

In Fogland the join* stock banks do not directly look 
to the Bank, of England for increasing their ca3h guppbes 
and thev do not get the help by rediscounting their bills with 
the Bank, but they withdraw funds lent by them at call or 
short notice on the market and the bill brokers and other 
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borrow era obtain the means of payment from the Bank Even 
then the Bank is the ultimate source from which emergency 
credit is obtained bj the market m the form of redisconnting 
approved bills or securities Under the American and continental 
practice the banks rediscount their paper directlr with the 
Central Institution 

The svstem of Central Banking in America and on the 
Continent differs from the Fnglish system in respect of the 
relationship of the Central Bank with the commercial banks 
and al«o in the matter of the legal regulation of the banking 
business The nature of the business that can be undertaken 
by the Continental Central Banks and the Federal Peserve 
Banks is defined bv law There are however differences 
as regards tb< relatnns to be established with the public and 
the commercial banks There are no restrictions m the case 
of the Bank of France and the Rcichsbank in their business 
dealings with banks and other institutions The Bank of 
France was to provide discounting an 1 b inking facibtics even 
to the traders and this j ractice has been fodowed in drawing 
up the constitution of the Central Banks jii Furope In case 
of the Federal Reserve System and the Bank of Chile the 
character of the business to be transacted between the Central 
Banks and the commercial banks on the one hand and with 
the public on the other is clearly defined 

There is al«o a difference between the Federal Reserve 
System and the Furopcan svtem of central bankm" as regards- 
the obligations imiosed ujon commercial banks in relation 
to the central institution In the Lmtcd States certain of the 
South Vmencan Republics and South Africa the commercial 
banks are to keep some balance with the Central Banks The 
main advantage of statutory deposits u to develop the Central 
Bank ns a Bankers Bank p ir fjrrffence but such Tules may 
create a sense of false security as indicating that compliance with 
them i« a sound position \ Central Bank m the last resort 
should justifj itself by its work and if its authority is well 
established as in Furope it is better for the Central Bank and 
other hanks to woik out their relations bv negotiations wi*h 
tlie minimum of legal stipulation and legislation should be 
resorted to onlj when other methods are not sufficiently 
efficacious I cgislation sacrifices an element of elasticity, 
but jrobably different conditions require different solutions 
B here banks are comparatively smaller in number as m Fnro 
pcan countries the method of negotiation is suitable but with a 
larger number of banks as m tbe U S V probably legislation may 
be ncccp'arj Ulien the Central Bank f as been superimposed 
on an existing system, the commercial banks which formerly 
did without it wall be slow m appreciating its necessity and 
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in such cases a scheme of obligatory deposits by the commercial 
banks with the Central Bank is necessary because it tliwe 
<1< po“i(s are withheld the Central Bant cannot fulfil its objects 

OtHvit Fovcmoss 

The sound functioning of a Central Bank depends upon 
its strict adherence to the terms of it« charters and details 
apart, the main business of every Central Bant is alike in 
most essential respects The Charter of 1921 of the Rcichshani. 
defines the duties of the Bant as being ‘to regulate the circrna 
tion of monev in the whole area of the Tleichs, to facilitate the 
clearance of payments and to provide for the utilization 0 
available capital ** The main functions (it a Central Bans 
Cow from these responsibilities 

One of the most important duties of a Central Rank is 
to issue notes -which gives the elasticity to tlie currency system 
of a country This is necessary for the regulation o' j|j e 
monetary circulation and credit and for maintaining the 
established parity or the currency 

The dealings in prctious metals and foreign exchange fo™ 
anothe- important function of a Central Bank When gm® 
is the standanf of value «ome aufbonfv should boy and wn 
gold or gold exchange at a price fixed in relation to the estab 
bshed parity It is then only that local currency will not riser o 
fall below gold parity bv more than a small percentage rep-e 
renting the cost of sending the specie to or from the country 
concerned The Charter of a Central Bank should, therefore, 
provide that the Bank should be able to deal in gold The 
Bank of Tugland before England went of£ the gold eandafd 
was under an obligation according to the Gold Standard 
of to buj gold at the price of £3-17-9 per standard ounce 
and to sell it at £3-17-101 per ounce in quantities not less 
than -100 ounces The object of imposing » quantitative limit 
is that the demands lor gold on the hank shonld be ouR for 
foreign remittance and that demand for gold for domestic 
consumption shonld be supihed through other sources 
’ Under modern conditions where a gold circulation is generally 
in abejanee, and gold bought is paid for m notes or bank 
balances, it is convenient to concentrate the obligation of 
bnying and selling gold at fixed prices m relation to the currency 
standard on the Central Bank which can pay for it in notes 
issued against the gold, ' and this course has been recommended 
for India Central Banka are also authorized to deal in silver 
and token silver currency is ordinarily provided by the State 
through the Central Bank The value of silver is liable to 


* Kisfih and Elkjn, Central BanXt, p 114 
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serious fluctuations and the Centrat 15 ants in practice may 
not deal in it 

Central Banks also deal in foreign exchanges Tins is 
special] v important in tli 0 ''O cases where the currencj of a 
country is linked to gold through the medium of some foreign 
currencj which is freelv < (invert ible‘ into gold and is also export- 
able in that form In Germany and Belgium the notes may 
be redeemed at the option of the Banks ‘ in gold or foreign 
cnrrenej representing the price of an equivalent amount of 
gold in the for* ign country concerned, subject to a deduction 
eorresnondme to tin cost of shipping gold thither from the 
home country 

In countries which here stabilize*! their foreign exchanges 
with reference to an external currencj , the Central Banks have 
l>een given control over the fonign trade of their countries 
The object is to enable the Bank to acquire* foreign exchange 
to influence import transactions involving a demand for foreign 
exchange and to check speculative dealings This is the case 
m Poland, Italy, Bulgaria, etc The Banks fix the exchange 
rates and the purchases anil sales of foreign exchanges on the 
part of the commercial banks are to be for real and justified 
reqmrems-Yds mA ate to be conducted through the Central. 
Bank These drastic powers are, however impediments on 
trade and should not usually l*e adopted The exchange stability 
should he sccureil bv the Central Bank through its credit policj 
and not by direct intervention in foreign trade 

In cases of other Central Banks also which are under 
an obligation to issue gold on demand, foreign exchange deal 
ingh arc permitted This power is necessary for efficient 
Central Banking, and should not be exercised by the Bank 
purely for profit looking purposes, but only m so far a* it is 
essential for the due discharge of the dnties of the Bank The 
reason why Banks which have to provide gold should he allowed 
to deal in foreign exchange is to conhne gold movements to- 
marginal needs and to settle foreign obligations which cannot- 
be adjusted in other wavs If hills payable in London or Isew 
kork are remitted in paymuit exchanges con be kept withm 
gold points This power to deal m foreign exchanges enables a. 
Central Bank to reduce exchange fluctuations to the minimum 
and to promote the stabilitv of business and exchange and 
further, the u«e of gold can be economised Discretion is 
necessary in the choice of foreign assets and in this connection 
the gam from interest, on foreign holdings as compared, with, 
holdings of gold at 1 ome should not be the only consideration 

Bill discounting is another important function of a Central 
Bank Continuously maturing bills should be kept by the- 
Bank A InR reveals to the expert the object of getting finance 
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and the Bank can distingnish between genuine and speculative 
needs It 13 for a definite amount and has a definite date of 
maturity and therefore, a Bank can regulate its purchases 
according to need* At roatnntv it is bound to be p3id with 
cash credits and advances It bears many endorsements 
and becomes verv secure and possesses the quality of free 
convertibility into cash 

A Central Bank should not rediscount all kinds of bills 
mdi crim natclv The bill3 should be such as are drawn to 
obtain f nance for genuine commercial purposes and should 
not be mereh finance or accomirod ition bills The 
font er are self liquidating as the sale of the commodity provides 
funds for pavin'* the bill The Bank should also rediscount 
Government securities of short currenev as Treasury Bill* 
prefer ted hr third parties bnt there should be a limit on these 
derations as is the case with Central Banks in Belgium and 
Chile If there is a legal lurif to the power of the Bank to 
redL count short term government securities the Bank is in 
a position to pnt prepare on a Government pursuing an 
improvident course of finance to return to sound practice 
In the case ft Japan the Umit of rcdi counting of Government 
securities bj the Tank is decided eve*} ten days bt the 
1 tmini trative Board of the Bank subject to the apjroval 
of tie Minister o f Finance This governmental interference 
is not sonnd Tins prol Iem is treated it length m the Charter 
of the Bank of Greece 

\s regards the matnnty of bills acceptance* etc., 
•ekgible for rediscount the consideration of liquidity should be 
kcj t in view and only short term paper should be rediscounted 
The Bank Laws in various onntnes urealiv take a period 
of 00 dais matuntv as making the paper eligible for rediscount 
in? In Italv Sweden and An erica the period is four, six 
and nine months respectively In the latter case account is 
taken of tic time necesmrr for harvesting and marketing 
of agricultural produce 

Mllli regard to security. Central Banks iisnallv require 
a minimum of two goo 1 signatures and m countries like Austria 
German} Unngarv, Belgium and Bulgaria three signatures 
are the minimum required according to Law In many eases 
-discretion is given to the management of tin. Bank to insist 
on a third signature or not in some countries England 
for example, rediscounting is possible only If the paper bears 
the endorse no nt of a Lack of the country m question 

The pnrciplcs applying to discount also apply to other 
loan operations of Central Banks The advances should be 
generally for short periods and three months is the limit 
m case of most of the Central Banks and conUnnoo3 and 
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Sndiscrimmate renewals are avoided Unsecured credits should 
not be gnnted by a Central Bank and for this reason the 
charters of most Central Bank* define the classes of collateral 
as ebgible for loans The security should be readily saleable 
-without loss in case it is to be redeemed Precious metals, 
stock exchange securities commercial bills payable m the 
home market and foreign currencies and bills payable 
elsewhere arc the usual classes of collateral securities accepted 
■by Central Banks 

Central Banks shou’d not grant advances against mer 
chandisc ft function which properly speaking falls within the 
sphere of commercial banks Such advances are excluded under 
tiio Federal Peserve System and m the case of the Reserve Bank 
of ^outh Africa but are permitted by most of the Furopean 
•Central Banks (Kiseli and Flkin Central BanI s pp 132 133) 
■Ys means of creating credit Central Banks should prefer rcdis 
counting to loans and alvances from the point of view of 
.security, bqmdity and negotiability and they should 
•exercise their moral pressure to stimulate the creation of these 
■credit instruments Various modem charters contain provi 
«ions for promoting the use of bills and for creating credit 
against the alternative of advances against collateral ®ec\mties 
In case of the Central Banks of Austria Hungary and Cz°clio 
Slovakia the provision is that if the total loans of the Bink 
exceed the total hills held the rate on advances is to bo raised 
to one and a half times the discount rate 

As far as the deposit business is concerned private deposits 
from the ordinary public s! oul l not be accepted by the Central 
Banks Only thel ederal Peserve Yet definitely forb ds tins course 
and the ‘Viuth American lteserve Banks are allowed to receive 
such deposits In anv ca«c interest on such deposits should 
not be pail ba Central Bauh» because if it is done it will 
la an additional claim on the income of the Bank which mav 
take risks in order to cam profits The payment of interest to 
eii’ton ers shout 1 therefore be prohibited Tins is the case 
with the Feichsbank and the South Yfncan Reserve Bank 
Y Central Bank depositing funds at another Central Bank can, 
however arrange with the latter for the remunerative employ 
ment of these deposits This is no f the same thing as interest 
pay ment on ordinary deposits Y Central Bank must maintain 
a sufficient proportion of its assets m a completely liquid state, 
"but it does not follow that its total credits with a foreign 
•Central Bank should hot be remunerative 

Y Central Bank slould also provide facilities of currency 
and credit for tLe needs of internal trade and should also set 
up an expeditious and economical machinery for the clearance 
■of drafts and settlement of internal accounts A Central 
Bank holding the balances of commercial banks is specially 
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fitted for tins task and amazements for the settlement of debt? 
by eheques drawn on the Central Bank by the member banks 
do exist in several countries 

A Central Bank should nlo regulate the supply of token 
currenej which should be issued by the State through the 
Central Bank Token com should not be issntrl directlj by 
the c tate a? tins might prejudiec the position of the Central 
Bank as Currency knthoritv There are provisions to this 
effect in th< law governing the National Banks of Czechoslovakia 
and Bulgaria and 3 I 30 in the case of the Bank of Chile m a 
modified form 

If a Central Bank receives deposits from private customers* 
the Latter will natnrallv look to it for carrying out financial 
and other transactions on their behalf which nrp usually earned 
on by commercial banks This i< not the business of a Central 
Bank lut if it is done, the Bank should not incur risk It- 
should not, for instance purchase stock exchange securities 
for the pnvate enstonurs without having prevaouslj recovered 
the ndv anee in respect t hereof The provision in the Beichsbank 
I .a« amounts to something like the above 

S-PTriAI ItESTMCTIOXa ox tiif Bcsimss of a 
C rvnui. Dime 

restrictions must Ik* imposed upon a Central Bank regard- 
ing its proper business m order to seenre the inaximtim of safetr 
and liquidity of its assets The business that it is to carrj 
on must be presented m nnambiguons tern s and in addition, 
it should lie expresslv debarred from carrying on any busbies* 
that is mcons stent with its primary duties Tins relives 
the Bank of the risk of pressure to stritcli its powers in a way 
that may Ik* incon«istent with sfabtbtj and its responsibilities 
at a I esrrve Bank The main restrictions should Im as 
Ik low — 

(1) The Centra! Bank should not accept anv Interest 
in a commercial undertaking and In Siuth Africa, Bulgaria, 
Lithuania, Czechoslovakia, Belgium, etc, the Central Banks 
are d< barred by their constitutions to have an interest in 
commercial undertakings The National 1 mi, of Bulgaria 
was required to fn-<* itself of comnH.rci.nl commitments and 
it was cm this condition that tbe League of Nations was prejared 
to grant assistance for the rehal dilation of the finances, of 
the coun'ry If a Cintral Itink tnav on nrfaut occasions be 
com 1 el I id to take over the rommrrml assets fledged l»v a 
bom-wer, tie law *ho ill lav down tl at the P an k should sell 
«urh nwh will n a strictJv I rrlted period 

12) A Pen* ml Tank should not hoi I frecloll prop* rty 
because it U non liquid and may have serum* fluctuation* 
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10 its value The Statutes in the cases of Germany, South 
Africa, Belgium, Poland Chile and Czechoslovakia exclude 
freehold property from the category of permissible investments 
except if the property is required for the purposes of the Bank’s 
■operations 

(3) Ordinary commercial investments and long term 
Government securities are also liable to depreciate and should 
not, therefore be held as Banks investments Only short 
term Govemn ent securities should he held b\ the Bank The 
Soith African Besorve Bank, for instance can deal without 
limit in Government set unties of not more than six months 
currency but it cannot invest a sum exceeding Ps paid up 
capital and reserve in Government secunties of two vears 
maturity 

(4) No Central Bank should make unsecured loans or 
overdrafts and provisions to this effect exist in the constitutions 
of the Banks in South \fnea, Bulgaria and Chile 

(o) V Central Bank should not lend inonev on the security 
of itB own stock because in case of default by the borrower, 
the stocks will come to the Bank and it i» virtually equivalent to 
the reduction of its capital 

(0) A. Central Bank should not ordinanh borrow m 
the domestic market because it can increase its cash assets 
and diminish the supply of funds in the market bv selling 
securities and bills It should also not have recourse to 
external borrowing to provide assets against which notes mav 
be issued because foreign assets arc balauced b\ a correspond 
mg liability to repay in foreign currency The use of external 
credits as a basis to create a further liability in the form 
of notes is consequently undesirable The Bank of England 
and the Bank of France liavo on occasions borrowed money 
abroad but tins was with » view to provide the stability of 
currency The Baqk of England borrowed m America in 
192o and in America and 1 rmcc in 1031 Put foreign borrow 
mg for such purposes should be raided on behalf of the Govern 
ment and the proceeds place 1 at the disposal of the Bank 
Co OPFPATTON BET WEE'S CENTRAL BANKS 

The creation of a network of Central Banks opens the 
door to greater opportunities of renlenng help to industry, 
trade and commerce The Financial Commission of the Genoa 
Conference in 1922 stressed the importance of continuous 
co-operation between Central Banks wlucli would not m any 
manner hamjer the fn clout of the vinous hanks Event* 
since, thin have reinforce d the mcesaitr of co-operation and 
it there was erer a time for such concerted action on the part of 
Central Tanks, it is now 
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In recent years business relations bare been established 
to an increasing extent l>etwr<n the Central Banks m Europe 
and America A number of Central Hanks keep accounts with 
othir Central Banks to facilitato international payments 
between Governments in the form of debts and reparations. The 
Banks keep themselves in touch with market conditions and 
can make the transfers with the minimum of disturbance. 

In the post War period the demand for capital on the 
part of certain belligerent countries has exceeded the capacity 
of the internal markets and borrowings have been raised m 
foreign centres These Joans leave behind a burden of interest 
charges and sinking funds which, if not properly controlled, may 
become a danger to the currency standards of the borrowing" 
countries and a breakdown in the credit of the borrowing 
country would destroy the confidence of the lending countries 

Gold movements and exchanges hare effects not only on 
the discount policy m the internal markets, but also on that 
in the external markets and to avoid disturbances and break- 
down constant consultation between Central Banks is necessary. 
Further, the progressive restoration of the gold standard in 
the post War period was made possible to a large extent by the 
co-operation between Central Banks and an illustration of such 
a co-operation was furnished when a scheme was promoted for 
the rehabilitation of Belgian finance in which the Central Banka 
in England, France, Germany, Switzerland, the USA and 
Japan participated The vanons schemes of corrency reforms- 
fostered by the League of Nations presupposed such an inter- 
national co-operation between Central Banks 

A striking opportunity for international co operation is 
offered by the practice recognized m various modem charters- 
for treating foreign assets m stable foreign currencies as equal 
to gold These assets serve the basis of and a cover for note 
issue This is the case with the Bank Charters in Austria, 
Hungary, IJplginm, etc These countries have a direct inter- 
est in the stability of the foreign currencies which they 
have recognized as a cover for their own note issues and this 
has also placed a very serious responsibility upon those foreign 
countries whose assets have been treated as cover Thc- 
credit policy m both classes of countries lias to be conducted 
on safe and sound lines which presupposes co operation between 
their Central Banks 

The smooth working of the gold standard was entrusted 
to Central Banks which could regulate the monetary 
demand for gold in accordance with the available supplies 
without forcing a senons departure from the existing level of 
gold prices It was expected that they would refrain 
from engaging in a scramble for gold which would not 
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bo m the beat interests of any country This expectation has 
not been fulfilled and there has recently been a great scramble- 
for gold forcing most of the countries off the gold standard 
The Gold Delegation of the Financial Committee of the League 
of ‘Nations hsae in their final report pointed out that the break- 
down of the gold standard has been mainly due to this scramble 
for gold and they have stressed the necessity of a return to the 
gold standard This requires the raising of the price level 
and concerted action on the part of Central Banks is exceedingly 
necessary The present economic ills of the world are largely 
the result of currency and monetary disturbances and the- 
situation can be changed for the better only if the Central Banks- 
backed up by the respective governments of their countries 
shov a spirit of harmonious co operation This has so far 
not been coming and a aery striking proof of this fact is the 
failure of the AY o rid Economic Conference which had raised, 
high expectations sn the minds of peop'e 
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American Banking System 

Priop to 1*114 tl e Lotted State? or Amend furnished the 
most unjortant example of a decentralized banking system 
tut the Federal Peserve Act which was pissed in 1913 and 
put into operation in 1911 changed the system Into one which 
can partlv be calleil a*i centralised and partlv decentralized 
3\« shall begin first by tlescnl mg the svstcm a? It existed prior 
to the pa**ing of the fed* ral 1 cwrve Act In 1913 and lir point 
mg out its delect* and then we shall describe the new arrange 
ments unde under the Act 

There were in 1912 approximated 30,000 banking estab 
b«hmtnts of which about _■» 000 were banks whose business 
was whollv or partlv of a cornrm rcial character Their bnsi 
ness was chiefly local in character and they were mostly owned 
by tht residents of the communities in winch they were locat 
ed and there was little a*«ociation except among the big 
banks through tbt clearing hou*e organization Being 
without effective leadership, the banks dnl by no means work 
in co-operation the dangers of which were very serious speci 
ally in times of threatened panics 

The defects of the old bankiog system may bo convenient 
ly grouped under four heads (1) decent ra’ization of re 
senes (2) inelasticity of credit (3) defective exchange and 
transfer system and (4) defective organization as regards 
relationship with federal treasura 

(1) Scattrrtd Ptnerrt * — The most serious feature* of the 
system was the scattering of reserves \11 these banks kept 
separate cash reserves of their own upon which thev depended 
in times of necessity, and these reserves were very substantial 
in amounts In addition to the cash in their vaults most of 
these banks had deposited nwis with other banks which 
they could count as part of their legal reserves and they al30 
bad secondary reserves, • e funds invested in securities and 
can loans which were supposed to be very quickly realizable 
in times of need In reahtv only the ca«h reserves were real 
reserves m the sense that tbei could be serviceable in times 
of a run on the bank The deposited reserve was merely a 
deposit in some other bank which the depository bank com 
monly loaned out on the stotk exchange and against which 
it held its own reserve Thus the deposited and secondary 
reserves could be called back only to the extent that the stock 
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exchange securities could be sold which was by no means an 
easy matter m times of panics They could be sold only at 
greatly reduced prices which meant heavy losses Thus in 
times of danger only the banks own cash reserves could bo 
counted as solid means of sapport and, therefore, they had to 
be maintained at a very high level 

Furtl < r, each bank guarded its on n reserves very jealous 
1} in times of panic and did not come to the rescue of other 
banks In aggregate these ri serves were very large, but 
being scatte?«.d and immobile they were absolutely ineffective 
in allaying the panic 1o be effective, a country s reserves should 
be concentrated mainly in one reserve or in a few central 
reserves This was not the case in Vmenca then and there was 
no effective way of quickly bringing them together to meet the 
situation 

(2) Inelasticity of Credit — . Vnother set of defects m the old 
hanking organization was the inelasticity of her credit median** 
ism In a country like the U 15 A whero agriculture is an lm 
portont industry, there are very important seasonal fluctua 
lions in the amount of money required k good banking 
system is oue which has got the capacity to adjust the supplv 
of its deposit currency and of bank notes to changes in the 
demands of trade and commerce It must be able to increase 
tbe currency when more of it is required and must be equally 
capable of contracting currency when the demand decreases 
Judged from this point of view also the old American banking 
system was verv inefficient 

The national banks were allowed to issue notes on the 
security of government bonds But they conld not is*ne notea 
for a larger amount than the par value of the bonds More 
notes conld be issued by purchasing government bonds of the 
same amount The note issue could not be increased without 
investing an equivalent sum of money m government 
bonds But when business was brisk and the demand for 
monev was great, the bonds were sold at a premium and the 
banks had to pay this premium which wiped out largo profits 
ou the note issue Consequently, the banks issued more notea 
when the bonds could be purchased at par or below par which 
was generally the case when demand for money was slack and 
currency was already in abundance Thus the expansion and 
contraction of the bank note circulation was not as it should 
have been in response to trade lemands but it was m response 
to the pnci of government bonds As the prices of the 
bonds rose w 1 en there w as an increase in the demand for enr 
nncy, the banks avoided jurchasing them and the currency 
in circulation did not increase adequately The prices of the 
bonds on the other hand declined when business was slack and 
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the currency was already abundant The banks par 
chased lmnils at such times and issued more notes Thu? there 
•was a sort of in Terse elasticity and the bank note nrctua 
tion could not rope mth the situation 

The sit credit was al*o equally inelastic The Central 
Pc serve and the I cserre Cit\ Banka were under a legal ohh 
pation to keep a re*er\e of 25 per cent in gold against their 
deposit obligations subject to cheqnes and the country banks 
had to keep a reserve of 15 j>ercent against their demand obit 
{rations subject to cheques In time? of increasing business 
actn it v tlu banks could not gran* loans to their regular casto 
me*s and could not create deposits bv discounting commercial 
paper because ther had to keep the minimum legal reserve 
T1 e re-discounting bu«meas W3? almost negligible and there was 
no central institution to do this business for the banks 

As a result of the creelit inelasticity, tlere were very wide 
and frequent fluctuations in the rate of interest for short term 
loans and the American monev market was notorious for this 
.state of affairs The businessmen and the farmers suffered 
very much for this rigidttv of the credit svstem The farmers 
suffered a great deal of lo's because they had to sell their staple 
crops largely at a time ol Tailing prices owing to the money 
market being tight and al«o because they liad to purchase 
their supplies at a time when pnees were high on account of 
the money market being eaav 

O) Defect ice Exchange and Transfer System — knother 
yroup of defects in the old American banking svsfem lay in 
certain cumbersome features m the domestic and foreign 
mechanism or exchange With regard to domestic mechan 
inn, it mat be sa d that money was transferred by sending 
cheques to different and remote places and mod of the clear 
mg house? impo«ed charges for collection, but others did not 
impose an? charges and therefore a practice gr“w Up to 
send the chiqur-s through round about and circuitous routes 
to avo d clearing charges One senons defeet of thi? practice was 
•the padding up of legal reserves The competition among the 
.large city hanks being verv keen for the at counts of the 
country banks, the former allowed the latter an immediate 
credit for the*e ont-of town cheque? But the?» chcqnes were 
-collected by the city banks after a number of davs The 
-country banks, however, counted them as their legal 
reserves with the city banks as soon as the«e cheques wire sent 
"by mad. The Jte a erre City Banks sent some of these 
-cheqnes to the Central Peserre City Banks and counted 
Ahem as reserves as soon as they were mailed 
JTfcns the same cheque served as reserve at two or three 
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different banks and probably in tbe end was returned 
without being honoured by the drawee banker 

A second defect of the domestic exchange was the tronble- 
and expense incurred in sending money from one place 
to anotl er for papng the* cheques Tbe seasonal demands 
arising at different times in different places were responsible 
for sending the shipments of specie to and fro which meant 
much unnecessary expense 

Resides there were foreign exchange difficulties also The 
American foreign tra le before the War and specially that with, 
the Orient and South \mmca was largelv financed through, 
the Fnglisli mono market This excessive dependence upon, 
tbe I on don money market was d ^advantageous from the 
point of vkw of America in two ways Firstly it gave rise 
to an additional foreign exchang operation which implied 
greater expenditure and risk an! secondly the sending of the 
documentary drafts through foreign banks ga\ e them an in 
sight into the state of tl e foreign business of America — lnfonua 
tion which was taken a Wantage of by America s competitors 

Rt APPORTIONMENT OF T1IF TREASURY Fl \D3 BETWTE3V 

Sun Treasuries and Ranks 

The funds of the Treasnry were j artly kept in nine snb- 
trtasnnes and partly in some of the national hanks The 
task n! apportionin'* tl ese funds between the sub treasuries 
and the banks and among the 1 anks was entrusted to the 
Secretary o' the Treasure This sjstem was defective in four 
important rest cots (1) r arge stuns of money wore 1 oarded 
in the treasnry which involved large amounts of admimstra 
tivo expenses ("*) At the time of receij ts from income taxes, 
etc, large funds were withlrawn from circulation which 
invoked a contraction of current v but at other times the dis 
bnrsements exceeded receipts when there was a sadden increase 
of money into circulation Tl is state of affairs brought about 
wide fluctuations in tbe interest rates on call loans and m the 
J rices of speculative securities (3) The task of apiortion 
mg these funds between the sub treasuries and the banks on 
the one hand and among the national banks on the other placed, 
a great pow er in the hands of the Secretary of the Treasury 
Thus the control and power of the government official over 
the money market were very great— a task for which he was not 
well suited (1) The various deoository banks rebed too 
ranch upon the Secretary of the Treasury for help in the form 
of government dei osits in times of emergency and financial 
pressure 

To remov e the above mentioned defects the Federal Re 
serve Act was pa«sed on December 23, 1913, wlucli actually 
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cimr Into op* ration In Ihf Virrnilif r of when If** 

F«'«r-il |!fw*n Huik* ojvtiM their door* (nr h«*in*«« Th* 
FmWjI KiHrir 'ft did not d«ntm> the Independence of th r 
/mill I .Jr ill Imt federated them Into one unified sy-itero 

We shall no* »tndr the ;hn of organisation under th* 
n«w »t»* »ti in iff !io» til** lUfvct* of the old system w*' fp 
r< medicd The «*l«li» country was divided Inin twrltr Federal 
Ki^ni Hut net* and on* loderal Itescrve Hank was crest***! 
to uni on* district AH tin* national lunk* were mad* 1° 
jmn fin* *v*tet» an«l fveihties wrrt also given to Plate 
institution! ind Hi** tmit comjrsnlrs to indue** them to jotn 
tin iMtnn The I cdenvl Itrscnre Hanks ar<* bankers* bants 
anil thtir capital stock is owned onlv by bank* ami by 
imhvi Inals \U the lumber bank* In a FYdiral B< •**rrf ill** 
tnct an* rniuitnl lo itilnmlir to th** capital stork of tie 
J-ialinl Itomr Hank of their district to do amount «*joa! 
to *ix j¥ r cent of tin ir cajuial am! ISwrre Fund. 

All the tiMitifir banks of a fVlini! II* serve Hank 
divided into lhf« classes according to thilr capital Tliev 
nm In* called group A bank*, group II banks and group <’ 
banks Farh group bas near]* an njual number of banks llarh 
group elects two directors on tin* basis of * the ore bank. one 
rot** pnnrljlc One of tli*-*r rtinctor* represents tl<* stock- 
holding banks and tin* other the Ins ness community. Three 
din rtora or* appointed by tln« federal Hcorve aothontbn 
at Washington to r« pres* nt the government and th«* general 
puhb* One of tlies* dire* tors appointed br the Fcdeml 
lies* ra** Hoar 1 it the chairman of tin Hoard and Is known a* the 
Federal II* w rve \gint Tin* Hoard thus consis's of nine ineni 
lx*rs Mfli holding office for three j ears and the Hoanl I? repre 
amt at is e «>f all Interests among the puhbr This Hoard Is 
the gore rning 1*o*lj of tie Fodiral lies* rre Hanks. 

All th«*e I- banks are under the control of a Central 
Hoard at Wad mgton known as the Fed* ml It»«nr Hoanl. 
It consists of eight niemb* rs, two of whom beiug the beer* buy 
■of the Treasury and the Controller of the Currency who are 
tx off, no memhera Six members an* appointed by the Presi- 
dent of the U b A with the con«ent of the S*nate’ These six 
members represent the financial, agricultural, commercial and 
indu*tml interests of the country* The feci rotary of the 
Treasury is the Chairman of the Hoard 

This Board is assisted by a Federal Advisory Council of 
12 members, one membtr being appointed by each Federal 
Hestrvc Hank In this way administratis e centrnbzat ion u 
.secured without depriving the country of the benefits of inde- 
pendent banking units The Federal Keservo Hoard is the 
■directing Lead of the system and has large powers. In this 
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way all the 12 banks are federated together This coupled 
with the proviso that the Federal Reserve Board appoints 
throe of the nine directors of each Federal Reserve Bank and 
the latter appoint the 12 members of the Advisory Council 
secures the utmost unity of purpose 

One of the defects of the old system was the lack of central- 
ization of reserves Under the new sjstera reserves were 
concentrated with the Federal Reserve District Banks All 
the member banks were required within a certain period of 
time to keel* their legal reserves with the Federal Reserve 
Rank of tlieir district and to withdraw thiir deposited legal 
resenes from the banks of Re erve and Central Reserve cities 
The member banks mav keep as little or ns much cash on hand 
for till money as they wi«h and mav Keep their balances with 
other banks if they likt but tl cir legal reserves must be kept 
on deposit m Federal Reserve Banks Further the jiertent 
age of reserves against demand deposits was reduced from 
25 per cent and la per ctnt to Id per cent 10 per cent and 7 
per cent in caso of Central 1 e«em Citv Banks Reserve Fitv 
Banks and Couo*y Banks and to 3 in cum of time deposit* 
The Federal Reserve Banks do not keep all this in their vaults 
but invest it in short term loans Bv law they arc required 
to keep 35 per cent against deposit* 

These Reserves concentrated at a few places create con 
fidenee among the people that the latter can have money on 
demand Th s confidence will induce them to leave their 
deposits with banks because thev know that the> can get cash 
whenever tliev like In aldition to centralization mobihtv 
of reserves is an important qualitv ami the federal Reserve 
bystem lias created machinery for achieving this object also 
The mobility of reserve mono} was increased bv the Federal 
Reserve Law in three ways Firstly, money could be trans 
fc**red from one place to another through the rediscounting 
device 1 ormerly, banks did not come to the rescue of each 
other and held their reserves tight in emergency , but th® 
Federal Reserve \ct author zed the Federal Reserve Board 
to permit and e>en compel a Federal Reserve Bank having 
high reserves and low demands to rediscount the commercial 
paper of other Federal Reserve Banks where demand was 
exceptionally heavy at reasonable charges This means a 
transference of money from tin reserves of the former banks to 
tho»e of tin latter Secondly, money could be transferred 
from places of redundancy to places of gcareitv through 
open market operations The Federal Reserve Banks were 
authorized to have dealings with outside public as well in addition 
to having dealings with their members winch were banks only 
These dealings were allow ed with a two fold object, , to make 
the discount rates of the Federal Riserve Banks elleotiv e and to 
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allow these Federal Pe®erve Banks to profitably employ their 
lands -when memlters made few calls npon them These deal 
ings with the outside public are known as open market open 
turns The Federal reserve Banks could purchase or sell in 
the open market bills of exchange, bank acceptances, ami other 
■commercial paper ^orh dealings would cause a flow of reserve 
tnonev from the district of the buver to the district of the seller 
for the former had to remit money to the latter Fmallv, a 
broader discount market for commercial paper, < 0 , trade 
acceptances and bank acceptance® was sought to be creat 
ed The seller of the goods could take the purchasers or his 
bankers acceptance in payment of his goods and get it 
■discounted at his own bank or with other banks m the market 
^iicb commercial paper would flow from places of high discount 
ra f es to tho«e where they were relativclv low and monev, 
therefore, would flow from the latter to the former places 
In thc«e various ways mobihtv of funds from places of re 
dundancy to places of scarcity was secured. 

Credit elasticity under the new system increased both 
'with regard to note issue and deposits subject to cheques A 
noteworthy feature of this let was the creation of an additional 
form of note currency secured by first cla»s commercial paper 
There were three clashes of note issue (1) The \ohonal Rant 
Pond Secured \ole*—~ These were the notes issued formerlv 
by tbe National Banks and for which the LSA Government 
Bonds of equal face value were held as security It was at one 
time suggested to eliminate them completely, but this would 
have meant a great and sudden contraction of currency and also 
a loss to the banks as the value of the bonds which they were 
Folding would have fallen very much Hence their retirement 
was to be affected gradually (°) Federal Referee Bant k o'ef — 
They were merely bank notes of tbe old type l'sued by the 
Federal Peserve Banks instead of by tbe national banks and 
they were secured by a specific depout with the United States 
"Treasury of bonds or of certain short time obligations of the 
government Thev began to have increasing importance 
after they replaced the sDver certificates and silver dollars m 
-circulation But since 1 920, they began to be replaced by silver 
certificates, for tl e government again began to repurchase 
silver from that year (3) Federal Referee A olei — It is these 
-notes npon which tbe reserve system places its sole reliance 
for bank note elasticitv They provide absolute elasticitv, 
Jor they are issued on the strength of commercial paper H 
member banks of any section require an increased supply of 
eurrenev to meet local demands, they can rediscount eligible 
paper with their Federal I eserve Bank and take the proceeds 
intnue discount in Federal Peserve notes If the Federal 
Jl eserve Bank has not got a sufficient supply of these notes, 
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-it can deposit the rediscounted paper with the Agent and 
-obtain an additional supply of these notes So long as eli 
gable paper is available, an additional quantity of these notes 
•can be seeured But these banks must have normally a legal 
•gold reserve of 10 per cent of the face value of these notes m 
•order to ensure their convertibility and to prevent over issue 
In tunes of emergence, however, to secure elasticity the amount 
■of this legal n serve can be allowed to fall below 40 per cent 
provided the Federal Reserve Board gives its permission and lm 
poses a graduated tax upon the amount of the deficiency In 
•addition to this, to meet extreme emergencies the Board has 
the authoritv to dispense with for a period of 30 days and to 
rrenevr such suspensions for a maximum of 15 days from time 
to time any resene requirement specified by the \et Thus 
■the quality of expansibility of their volume is ample 

Tlie power of eontractibility also is equally effective 
Where the demand for surplus notes falls, they will be deposit 
ed by the public in their banks but thev have to bo sent by 
the banks to their banks of issue No Federal Reserve Bank 
■can pay out notes issued through another under penalty of a 
tax of 10 per cent upon the face value of notes so paid out 
Further, the Federal Reserve Board has the authority to charge 
-such a rate of interest as it thinks proper on Federal Reserve 
notes which are not covered by gold or gold certificates These 
two devices ensure the eontractibility of the surplus note eir 
•citation Thev are not legal tender and thi3 fact is also respon 
siblo to some extent for the retirement of the Federal Reserve 
notes when thev become redunlant 

The elasticity uf deposit currency also was very moch 
•enhanced under the new svstem The old rigid legal require- 
ments were dispensed with and much less rigid ones were 
inserted in their place The national banks may keep 
as little or as much a« tbej like in their vaults but they must 
keep their legal reserves deposited with the Federal Reserve 
Bank of their District The latter were to keep 35 per cent 
against their deposits , bntm emergency times, they might not 
keep even this 35 per cent provided thej paid a graduated tax 
upon the amounts by which the reserve requirements against 
deposits were permitted to fall below tbc level of 35 per cent 
Such loans would be costlj to the lending bank and the borrower 
as well and, therefore, only genuine transactions would be 
financed with their help 

The most important device under the new system for 
securing the elasticity o' deposit as well as bank note currency lay 
jn the wav in which loans could be granted to member banks by 
their Federal Reserve Bank Funds so borrowed were to be 
left with the federal Reserve Bank to serve as legal money 
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for t) e member banks Generally speaking these loans made by 
the Federal I e'ervo Banks to their member banks are of two 
tvpes rediscounts and loans on collateral Such 7 revision* 
were inserted in the Act wl ich permitted the rediscounting of only 
the *ir«* class commercial paper The 71a per must not be for 
Ions peno Is and must be ba=ed on genuine mercantile turns 
actions (ollatcral loans are loans granted by the Federal 
I e«em T ank3 to their member banks on the secuntr o' the 
latter s -o lateral notes eg notes drafts tills of exchange 
barks acceptances and bonds or notes of the T-S V. etc and 
tke«e collateral notes must not exceed Id days This device was 
to grant short time loans to member banks when the latter were 
re'nctant to redi«connt their customers notes for the pnrjxi c 
Th contraction of deposit enrrenev was ensured by the pressure 
of 1 lgh discount rates and of the graduated tax Thu coupled 
with the stringent conditions placed b) the Federal Reserve 
anthonties on rediscounting when market was ea«) would bring 
out the necessary contraction of dejmsit currency Bnt of 
course a great respons bdity lav on the Federal reserve Board 
m this respect 

The domestic and foreign exchange bnaine=s also under the 
new arrangenent improve<l to a great extent- When 
the country tanks coull n»t count as Ugal reserve the mouev 
deposited bv the latter with the former ties would not keep 
it there The citv banks which n«ed to collect the cheques 
of the country banks would not collect th^m now and moreover 
tlpy would compete with the country banks for some of their 
very prof table busmen Obnoudy if the new Federal Fe«erve 
Banks were tc displace the city banks as the ho'dere of the 
Country tanka deposited reserves the\ gl ould abo perform for 
the country banks the service of collecting or clearing their out 
of town cl eques Under the new svstem the clearing and collect 
mg of cheques of their member banks anl of such non member 
hanks os w ere members of the clearing svstem would be done bv 
the Federal Fe-errc Bants The law requires the Federal 
Reserve Banks to receive on deposit at par from member 
hanks or from Federal reserve Banks cheques and drafts 
drawn upon any of i»s depo itore and when remitted by a 
Federal reserve Bank cheques and drafts drawn bv any 
depositor m any other Federal reserve Bank or member bank 
upon funds to the credit of tl e said depositor in the said reserve 
bank or member bank. 

Thus every Federal reserve Bank performs the /unctions 
of a clearing bouse in its district for member banks and quah 
fied non member banks known 23 clearin'’ member banks 
It must receive at par from such bants cheques drawn on all 
other member and clearing member bants and such non member 
banka who agree to remit at par cheques through their Federal 
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"Reserve Bank All banks belonging to the clearing svstera 
must pav at par cheques drawn upon themselves when pre 
sented through a Ftderul reserve Bank The cost of collect 
mg and clearing cheques for member and clearing member 
banks is borne by the Federal reserve Banks As a com 
■pensation they mav require their customers to carry larger 
balances or they may treat this expense as a sort of advertise- 
ment 

Under the oil sjftem there was another difficulty of send 
m 8 ' shipments of specie to and fro as required by seasonal 
demands l nder the new arrangement a largo proportion of 
current} shipments is avoided by the creation of the Gold 
Settlement Fund and the Federal Reserve \gents Fund 
kverv Federal Reserve Bank has to deposit with the Treasury 
■or the neirest sub treasun of th<* U S \ for credit to the Gold 
Settlement Fund at least $ 1 000 000 in gol l an 1 in addition 
an amount at least equal to its indebtedness to other Federal 
Riservt Banks The amount so deposited at Treasury of the 
U *» A constitutes the Gold ‘Settlement runil This counts as 
the Federal Reserve Tanks legal reserve also The settle 
ment of balanoes between Federal Rese-re Banks is daily 
affected bv making transfers in the form of bonk entries ia the 
books of the gold settlement fund The information regarding 
■transfers is sent by telegrams etc Laih Federal Peserve A^ent 
has large funds in bis custody representing gold pledged with 
Turn ns eecuntv for federal Reserve Notes This Fund is known 
as the hederal Pesene \gents Fund which is also used for 
off setting cross obligations among all the Federal Reserve 
Banks, and between any Federal Reserve Bank and the USA 
Treasury By means of the Gold Settlement Fond and of 
the other transfer facilities of the Federal Reserve Ranks these 
banks are now enabled to make telegraphic transfers of funds 
to anv part of the United States for their members without any 
charge They have also inaugurated a system of Federal 
Reserve Exchange drafts according to which a member bank 
may draw special drafts on its federal Reserve Bank for 
Amounts not exceeding *» 000 which are receivable for immediate 
Avail al lhtv at any other Federal Pesen e Bank. 

Foreign FxcJanges — The Federal Peserve Act brought 
about important modifications for financin'! Americas foreign 
trade also Tie ar up^et the n oney markets of Furopc and, 
therefore, there was a great need for \mencan Innds on the 
part of foreign nations The foreign trade which was formerly 
financed bj other nations through letters of credit under which 
sterling bills were drawn began largely to be financed by bills 
of exchange drawn in dollars upon banks and business houses in 
the U S.A There is a read} market for the sale and rediscount 
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of fommereial japer drawn in connection with American 
forci fr n tra Ip Bank eceeptanccs were le^ralised in connec 
ti r with f reign trade and foreign exporter? can draw hffla 
offxthaP'o. upon the Vmencan importers banks The Federal 
I t-serve L*nk« / >Lio established agencies abroad and facilities 
wer given to fi rei«m importers also wl o could open credits with 
Vmen an banks npon which Vmencan exporters would draw 
bill of exchance which after being accented by the \menean 
bank 1 * pf nld be «ol 1 in the discount market in America Further 
thp Ed"P Vrrendrnent of 1919 an homed the organization of cor 
pora ions to engage in nterna‘ionoI or foreign banking or 
itbcr financial ojierations The«e corporations operate nnder 
the sopc’ri«ion of the Federal Praerve Board 3nd it is open 
to l< natio n al lank? to purchase the stocks of these corpora- 
tions subject to the provision ‘hat such investment should not 
exceed 10 per cent of tie national banks capital and reserve 
fnnd c uch corporations are not allowed to carry on any part 
of tleir tu me«s in the LSI except such as in the Federal 
Feserve Board g opinion may be necesrarv for their foreign 
o- international bu mess Vs a reanp of the War and of the 
dances introdneed fv the Federal Peserve Vit in the 
Veen can Banking system Vn enca u financing directly a- 
large proportion of her foreign trade 

The defective organization of the old system front the 
point of view of the Treasurv was done awav with by the pass 
mg cf the Federal Peserre Law Th" law provi T cd that the 
general fnnls of the Treasurv except the five per cent fund 
for the redemption of national bank notes and the fund* f or 
the redemption of Federal Fevers e notes coni 1 be deposited in 
Federal Peserve Banks npon the di J cretion of the secretary of 
‘he Treasmy and the Banks were to act as fiscal agents of th 
United States Government for receiving res enue receipts and 
paying cheques drawn b\ the latter 

The ‘'ocretara of the Treasury could keep general funds 
with the Fedfral reserae Banks the member banks and the 
sub-treastmes (which were abolished in 19_1) as he liked I ut 
the member banks could get tl o«e fnnds through their Federal 
Pes'rvc Banks upon whom they could pnt forward their claims 
Hus too k aw ay the vast responses itv from tl e ‘Secretary of 
tbe Treasury of apportioning the funds among thousands of 
banks The Federal Peserre Banks would also be in a better 
position to know the needs of tie various membe~ banks than 
the * 5 ecretary of the Treasury and would be able to conserve 
tbe strength or the money market bj making its rediscount 
rates effective , for tl e member banks could get ‘heir funds 
through the rediscount jracess The bank rate obviously 
could not have been effective if the number banks could get 
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funds directly from the Secretary of the Treasury and neglect 
the Federal Reserve Banks md th«. Federal Reserve Board 

During the war time the government could not disco n 
tinue tlu policy of making indivi lual b inks as depositories of 
government fnnds because this would have distnrbel the 
money n arket conditions Even when tl e I ibertv Bonds were 
floated when \meriea entered the Great War the government 
wiseh adopted the policy of keeping these funds wi lel\ 
scattered n the banks of the communities when they were 
rccuved 

Government deposits were kept as nearly as j ossible in 
the places where the funis \ ere rec md by the "ovornment 
But the work of handling these funds wi« entrusted to tho 
Federal Reserve Banks — a duty which they discharged 
admmbly These banks were asked to select the banks that 
wero to handle tho governn ent fund® to allot deposits to the 
banks in i roper amounts to examine tl e collator*! that such 
banks offered t» withdras funds from tie bank as they 
were needed bv the government 

Tl e govirnment folios el a number of devieis to prevent 
disturbances m the \nieriean money market Firstly income 
tax receipts m tho form of cash deques and certificates of 
indebtedne»s were sent *o the Federal Reservo Bank of tl e 
District from which tlov were received Tho D .strict Ban*, 
after sorting the cheques sent them to the same bank to be 
deposited upon which tli y were drawn 

second dcTice was to Hsue certificates of indebtedness 
•which were short time government loans bearing low rates of 
interest Thej wire pud off when tie receipts of the Liberty 
Bon Is camo to the government The object of issuing these 
certificates in anticipation of liberty Bonds was a twofold 
one The government require l nionev promptly which it 
could raise through these certificates But it took time to get 
monej on I iberty Bon Is Ihirthcr by tins mean* tho govern 
ment succeeded in preventin'’ I iberty Tond sale* from <lis 
turbing the monej market because it jut into circulation 
money by ] aymg off the certificates at the same time that it 
withdrew funds from circulation tl rough Liberty Bonds Tho 
sa’e of the certificates was anotl er t isk entrusted to the 
Federal I cservi Tanks as was that of floating the Liberty 
Bonl» The 1 ederal Reserve Banks also granted overdrafts 
to the gov* rmnent m tunes of pressure 

The t ederal I e«ervo Banks dii much during the Great 
IVar It woul 1 have been extremely difficult if not impossible 
to carry tl rough the financial operations unler the old Ame 
mean banking system One shudders when he thinks what 
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might hare happened if the war had found as with oar former 
decentralized and antiquated banking system Think of 
pouring the omi« of 1911 18 into bottles that broke with the 
cri’is of 190* ' 



CHAPTER XXI 


Recent American Banking Crisis 

Tnr American b inking system collapsed in the first 
quarter of 1*133 which case a ratio shock to ] ublic confidence 
Tins was contemporaneous with the financial crisis in the world 
winch passed through its worst phase between "May 1931 and 
Torn 1932 The banl mg sys*em« of mans countries Lad 1 een 
very adversely affected by the cn«i» and were working wj f h 
greatly reduced volume of business They were suffering from 
manv dangerous legacies of the crisis ns frozen assets and heavy 
investment lossts It still be true to sa\ that “ most of them 
had come through an unprecc dented period of striss, damag- 
ed. perhaps, but not destroyed In the first quarter of 1933, 
however, the collapse of the Lnited States banking system 
struck a fresh blow at nublic confidence 1 

The main causes of this banking crisis m the l *** \ la\ partly 
in the structural organization of her banking sv&tcin and partis 
in the general credit expansion which took place from 1922 to 
1929 It will, therefore, Ik* eorrect to sa\ that one of the most 
important cmsis of the crisis w vs a weakness in the stmc 
tural organization of the banking system A large number of 
small, local banks grew up in the country in response to the 
needs of their immediate constituencies but they were not fully 
integrated into anv gencnl financial Rvstpm In 1921 there 
were 29,211 banks in ojicration and the number had steadily 
fallen to 23 972 by June 1929 and to about 17,000 by June 
1932 In 192°, 22 per cent of the banks had a capital stock 
of less than twentv five thousand dollars and M per cent had 
less than one hundred thousand dollars , hut the total banking 
resources of tLese 81 j* r cent were less than 10 per cent The 
230 Urgest banks constituted about one per cent of the total 
ntimtar and controlled more than B0 per cent of the resources 
It wall thus be seen that the period of eonsokdatiou and 
co-onlma'ion had begun long before the depression, but it 
had not reached the point where i fnllv developed central bank 
could support and control the numerous scattered commercial 
banks, or where the stronger commercial binks bad develop 
cd the tendency, so pronounced in other countries, to incor 
1 orate the smaller banks as branch units of the larger organ 
ization IS ran oh banking bad not developed to a great 

* iAicipie of Nations U orW J-cottomte Siimj 1 *>j2-3.i, pp £33, 
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i xt< nt l>ecan«c of !< gal dt^rnltie* and «iit erstt y of Mate rerttb* 
li in Tfm « ii i great rompotithe element in legidifjve 
and ftdtm itMra’iw <orlrn! under wldcli f*tate nml Salional 
Hants worked *n 1 the possibility of devi loping a eo ordmatM 
an 1 midwIi'hoI fmanrnl system wo* retarded lij tli“ faoill 
ti * o' iicnrporttion n^dir c t3te Jaw* Though {In* Tclera! 
lisersi s t tit oi p« rformnj man) fund Jons of a csntn’ bank, 
it did not <» uttnhtn I all tin* rommi rml bank* nndrr it* control 
T nl tub • 11 i* did Imn; *ome measure of co-nnimation Into 
tin *sM»m wd Jinked tin smaIN f with the larger bank* and, 
lino 'or* introduced n certain measure of efcutiMtv of 
n n irto tl c systnn * 

\ tint In r important cause was the considerable ox pan don 
of itvdit from lyjj to 1921’, in tie count of wlmh important 
< hinge* took phn which bn! impafnd tb( liqm hty an t 
«U»nry of man) bank* whin tin* stock exchange boom col 
l-H «-d in 11J9 This credit expansion «s« caused by f h** great 
influx of (Told ido tin banking rc-orscs dorms th» year* 1°-*- 
to J0.9 * The cold influx was reinforced by increased enr 
renry issues as tilirr c< rtific-ite* and bv the liberal reducouit 
polity pars nisi hr tin Jfihral !’**en» Hanks 

Tin tonkins fin thirds adopted to maximise the oxpan 
ston of adsatiri* and deposit* based ttjion the newly acquired 
reserves wtre also rrsjKinsible for tncreawl business ncMvitv 
Tle«e banking methods Lave born d< scribed. in the World 
feonom ic ‘•i/rrey for 1932 1.3 as b*Iow — 

Million' enterng into the technical details of these 
n cthods, they mav bt rattier summarily described as devices 
to finance the expansion of foreign business, municipal lending, 
and the sccnrity nrnl real estate *(*•< illation that developed 
rapillv in this period The practice of building op time 
rather than demand deposits m order to take advantage of the 
lower resene requirement* exacted in respect of tic fom or, 
the creation of security affiliate* to promote the flotation ami 
marketing of new stock issues, tl i practice of granting liberal 
advances npon industrial securities and real estate collateral, 
thus facilitating the financing and refinancing of industry by 
direct issue* of new sharia on the market instead of by over 
draft* or commercial bills, and the provision of large loans to 
security brokers were some of the ways m which banking prac 
tice facilitated the security and real estate boom ’ (Pages 237 
and 233 ) 


- ^ L*,- t t,C,U ‘l eta,U r ’*P. r,, "'K H*e or-aniMtfon of the baukiflS 
Seajue cj ,\<d>o n . Commercial Dank* 1913 1020, 
Oeo'-V*. 1030 an l Commercial Hanks 1020 32, Oerw\«, 1033 
. ‘i e *' th t I ’F? rt ,°f the Gold Deltjahon of the Financial Commit** 

J-' a 7 u * of -Nohoiw ReiKVA, 10„2 pp 33, S7 «n/l 60 \1«> 

IVorld ScOTvimic Surrey, 103 1 * 33 p 237 * 
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The follow m" table riieiws clenrh tht changes m tie bank 
ing practice in the l S \ in 1922 and 192*** — 

Is>ans an f /nrvsfmertfs <} Commercial Hanls m the 
f ntled '■tales, 19>j 19J9 
(*OCO 000*) 


Cla<* of ere lit 

June "’Otl 
19 2 

June tOtl I 
1 102'* | 

Increase 

lino mt | 

■ Ter rent 

Security loan* 

r %2i 

11 r lf* 

t 007 

77 

Teal estate loans 

1 <l**» 

4 >10 

, 2 >31 

12* 

Ml other loans 

1*5 1*H 

la t; 

1 3 3*1 

22 

Investments 

9 213 

1J 101 

3 **7t 

43 


It mil thus lie s an t! at for liqtu lita the 1 inks depended 
more and iron upon the stnhihti tf tin seeunty and real 
estate markets The amount of self hq n latin„ mu int rcial 1 ill* 
an 1 not emit ent s cunlt s in tin l auks jiortfolio* eleeliiual terv 
much ns comj ired with the amount of h ini cn real estate, 
industrial securities nml immicij U ad\ancc« Owin'* to the 
reduced jnqmrtwn of conumroial l ill* and goumrnont seen 
titles in the portfolios of the l inks their rapacity for setting 
rediscounting facilities from tie I ederal I < sene Hanks Ml 
very much The increased ] report ion of tluir assets wlueli 
took the form of dmet investments wa« anotlur source of 
ilhquditt It n can* that the hank* hut 1 easily against 
securities which cold l not be easily turned into cash without 
leave Iocs When the secuntr boom collated m October 
ingh the capacity of the bunks to meet the demands of their 
depositors was heavily imp ureal 

The lu aw fall of security prices and of real estate created 
great difficult! a fo* commercial banks Thee bad to os or 
haul their i«ortfohos re*trut aelvancts and to call for nleli 
tlonal tad lateral V>htn it was not forthcoming the v had to 
-sell tho collateral nlrealy m tleir possession \s the colli 
teral was r«ha*ed into the market at a raiul jacc its price 
fell considerably The banks thus tneel to regain their lost 
liqiulity by drastic curtulmenl of credit and tightening 
up of advances These deflationary processes restricted 
business and reduced purchasing jower considerably It was 
tins long deflationary process winch brought about the crisis 
of 1933 

There wore, four peno’s through which tills liquidation 
process i asset! The. first penod remained from October 1**29 


* fee® The IPorU Economic Suney 1032-33 p 23S 
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to May 1931 Poring this pencil, the liquidation was slow 
and moderate Loans and investments during this period 
declined bv less than 7 per cent Discount rates were lowered 
and the Ft deni Ie<ene Bants increased the credit basis for 
commercial bants by their open market policy, i e , bv pnr 
chasing government securities and br thus facilitating a rcduc 
lion in the indel tedness of the member banks to themselves 
T1 is indebtedness was in this manner minced from J 009 
million dollars in August ID 0 " to °o0 million dollars in Inne 
I 0 ->o Hi* commercial banks conld sell their securities and 
pay off tlieir debts Thus free lending at cheap rates and 
o| < n market purchases were designed to rchcre the commtr 
<ial lanks bnt tlcy dii not {rove adequate 

The new pha«e of the crisis began in May 1931 with the 
banking difficulties of the \nstnan Credit Anstalt which pre 
cipitated an international financial crisis The difficulties of 
this period Continued up to June 1932 During this period 
deflation took a sharper turn in the USA, and in September 
1931 when L K and other countries left the gold standard, the 
pressure developed into the liquidity crisis 

There was a large number <f bank failures and the mor 
tality was greatest among tho smaller banks which were not 
memlx-rs of the Federal J eserre System Other factors which 
placed a hcaw strain upon the banking system were gold and 
currency hoarding which became intensified in the second 
half of 1931 By the end of June 1932, the amount of cur 
rcncy hoarded in the Lnited States amounted to at least 
1,000 million dollars 

foreign short term credit was heavily withdrawn and 
goll exports irercased considerably There was a reduction 
of American si ort term assets abroad turopean hanks 
strengthened their domestic position bj withdrawing their 
short term assets principally from New \ork Tho total 
monetary stock of goll of thi L declined by 1,100 million 
dollars between the period ending Juno 1931 and June 19J2 

There were drains upon tie banking reserves also which 
arc the heart of the. credit system Ihu involved drastic 
deflation 3 he banks w»rt compelled to rtduco their advances 
and as the margins of security fell collateral holdings were 
thrown upon the markets an 1 pnc*s of securities fell heavily 
By the end of June 1J32, commoditv pricts security values, 
industrial I reduction and employment had touched new low 
records for the depression and remained at Its da lower than 
any experienced since the Bar Paring tie twilve months 

* For drLdlx see World Economic Surrey for 1031-32 I'p 211 218 



RECEST AMERICAS’ BAhKISG CRISIS 215 

•ending June 30th, 1932, the total loans and investments of 
member banks were reduced by 17 per cent , if, by 6,000 
million dollars There was a deflation of security loans and of 
security values The investments of the banks were subject 
ed to heavy losses and the total losses sustained by American 
"banks on their bond holdings amounted to at least 2,000 miltion 
dollars or equal to half the paid up capital of the American 
banks in existence m June 1931 There was a great pressure 
upon the cash basis of bunk credit owing to a number of diffi 
unities Municipal advances were strained, there was domestic 
boarding, the withdrawals of short term balances increased 
and security prices and real estate values fell considerably The 
■Government and the Federal Reserve Banks put emergency 
measures to meet the situation These measures took three 
■principal forms 

Firstly, in the early Rtages, the Federal Reserve Banks 
increased rediscounting facilities to the member banks and latir 
•on, they began to buy government securities once more on a 
great scale in the open market to enable the member banks to 
repay their indebtedness Between the end of February and 
the end of June 1032, the Federal Tit serve Banks holdings 
-of government securities increased from 740 million dollars 
to 1,781 million dollars 

The bational Credit Corporation was formed m 
October 1931 by the cooperation of several large bankB to 
grant credit to hanks in temporary difficulties This measure 
restored confidence temporarily, but troubles revived in 
December and January Thus in February 1932 the Recon 
•fitructiou Finance Corporation was organized and took over 
the business of the N’ational Credit Corporation Its capital 
■Stock amounting to 500 million dollars was entirely subsenb 
ed by the Government, which also purchased 825 million 
dollars of 31 per cent notes from the Corporation The necos 
sary funds were raised by issuing bonds and Treasury Bills 
which were purchased largely by the Federal Reserve Banks 
With this capital the Reconstruction Finance Corporation 
advanced huge sums of nionej principally to banks, trust 
companies, railways and insurance companies At the end of 
June 1932, these loans amounted to over a billion dollars Tho 
-object was pmnanly to enable solvent institutions to survive 
the panic phase of the crisis 

The third line of defence was by legislation The Glass 
Steagall Act w as passed in March 1932 with the object of giving 
greater powers to the lederal Reserve Banks in tho creation 
of credit The open market operations of the Federal Re 
serve Banks required a very large amount of ‘free gold” and 
this new Act authorized them to use Government securities 
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in addition to “eligible paper" and gold or gold certificates as 
coJHti ra} for the note i*sne In this way the free gold boldtop 
of ttif banka were increased and » larger element of elasticity 
was introduced into the banking ajsfem 

The notes of National Hanks were al«o given a wider fetoii 
of <ovrr bv legislation The Emergency Relief Act o* 

191J al»o intended the powers of Icderal Reserve Banks 
make advanei* to individuals and corporations, hot 
advanrn could formerly be made only to member banks. 

Thi m eond half of 1912 was a period of comparative tran- 
quilhtt is a result of greater elasticity to tlio banking system, 
of iht < In ij>er credit policy of the Federal Reserve Banks and 
of the provision of Government loans through the Reconstruc- 
tion Finance Corporation 

There was a recrudescence of the trouble towards the end 
of 1912 and the crisis ent< red its fourth phase Bank failure* 
began to increase There was n wave of mistrust and with 
draw'll.* of deposits took place in large amounts There were 
run* npon banks ‘Thu panic was the most spectacular break- 
down of public confidence witnessed m any country for many 
years In J ebruarj, there were runs on important banks in 
the State of Michigan and a’l banks in the State were closed- 
for a v-teh In other parts of the countr> confidence faded 
ve’y rapully and similar runs and banking holidays oicnrrcd 
in other States ai«o On March 4, the day of Jus accession 
to power, President Roosevelt, faced with this situation, declar- 
ed a national banking moratorium 

The extent of the strain on the bmls may be noticed 
from the fact that between February 1st and March 8th, the 
monetary circulation increased from 5,f>52 million dollars to 
7,538 million dollars, an Increase to the extent of 455 million, 
dollars baking place on one day, March 3rd The drain began m 
the interior, bnt the country banks drew heavily on th"ir >'cw 
\ork correspondents The reserves of the lederal Reserve 
Banks despite the legislation mentioned above were brought 
down by gold export and hoarding very near the minimum 
reserve ratio The ratio of the New York Bank fell to 41 4 
per cent and it was kept above the legal minimum of 40 per 
cent only by selling Government securities to, and rediscount- 
ing the Bank’s own paper with, other I edcral Reserve Banks- 
Thc ratio for all the I ederal Reserve Ranks fell to 45 1 per cent 
The President on March 4th proclaimed a national bant 
holiday and imposed an embargo upon the export of gold and 
silver The Federal Reserve Ranks were instructed to pay DO 
more gold or gold certificates and to prepare a list of gold 
holders The Congress, at its special session, approved ewer 
genCy measures giving the President complete control over all 
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"the banks, authorizing the reopening of the banks declared to 
"be sound and the reorganization of others The Federal 
Reserve Act Teas amended to give greater powers to banks in 
Tegard to note issue and advances 

The gold standard was abandoned on April 19th and con- 
*cquently a definite upward movement took place in loans 
and investments On June 16th, the Banking Act of 1933 
■was signed A Federal Deposit Insurance Corporation was 6et 
up in order to guarantee deposit accounts Greater powers 
■were conferred upon the Federal Reserve Banks to control 
•speculative operations by member banks More definite 
separation of deposit and miestment banking was demanded , 
"branch banking within States was facihtated and the regulations 
.governing demand and time deposits wire tightened consider- 
ably, The payment of interest upon demand deposits was 
prohibited 

Reference may also be made here to the Federal Securi 
ties Acts signed on May 27th, laving down more stringent re 
gulations to control the issue of new securities, and the Decree 
of April 5th prohibiting gold hoarding and requiring the return 
■of hoarded gold to the banks before May 1st 

The Agricultural Adjustment Act incorporates the earlier 
Farm Relief Bill containing proposals for contraction of acreage, 
and the Farm Mortgage Debt Relief Bill for the refinancing 
•of farm debt This BUI provides the basis of the agrarian 
programme The Act is based on the assumption that the fall 
of agricultural income is a primary cause of economic depres- 
sion Federal Farm Loan Bonds bearing interest at 4J per 
•cent, can be issued to the extent of 2,000 million dollars Their 
proceeds are to he used to give mortgage loans to farmers at 
5 per cent to enable them to repay existing mortgages carry- 
ing lugher rates of interest * 

The Thomas Amendment Act incorporated in the Agricul- 
tural Adjustment and Farm Mortgage Act approved on May 
12, 1933, makes provision for a variety of inflationary methods 
to raise prices m general The dollar can be devalued to any 
amount to the extent of 50 per cent The Federal Reserve 
Ranks can conduct, throughout specified periods, open market 
•operations in obligations of the United States Government 
or corporations in winch the United States is the majority 
stockholder, and purchase direct and hold m portfolio for an 
agreed period or periods of time Treasury Bills or other obliga- 
tions of the United States Government in an aggregate sura of 
-3,000 million dollars on the security of which bank notes of an 


8 See Mat tonal Recovery Measures in the Untied Stales, p. 37, 
floneva, 1933. 
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(fjuivaltnt amount may be iMUed The President i* *" 1 ^' 
iml f.r a priml of »u monll,. from IV f ,J , Ma f'',"i 
tiamrh. from M». ffUTO, lo oc^.t .ilrtf n pviorat 
whol or nny | art of tl « principal or inter* st from any lore •, 
(,ov*rnracnt on aeronnt of any Indebtedness 
‘.tale, Tl * pm e of stmh sih • r is not to < e 
ounce in tl* lnil«I Mnt«s ctimncj TJ* *, * , t 

(Knur to mu Mirer c* rtiflmtea ,n and, drnominanoni u » » 
nil liable to the total mimlicr of dollars ^ r *.* u h 
ml v* r * is accepted in pivment of dtbts ««ufh ulreT ce 
ficatei can lx used by the Treasury In payment of any owe* 
tnrs of the Inite*! Mails’ 

ft row be pn mature to pa«* judgment on "corery 
sure* in the LntU*! Mate* fn thM connect Jon the 
sentences from the World Jronomtc Surrey, ? (0 

quoted to the t/Tect that it .s not yet po-*'iMe, thenfore. o 
state with any certainty the precise wars in which * * '» / 
to derdop the «at*nt to which uu will 1** made of the wioe 
powers intrusted to the Presidents diicntion, or the retail 
roiftom «lurh «UI V- civtn lo oim mfx-ot or . “Jfwf.. rtit 
dtv.loinnc plan In fun- of circqmrlanrM sml *«>'»““ »* 
cannot yet lx* clearly forc«c< n In the same war, it is powjt 
to record the latest statistics of prices, employment, wa, , 
production, trade and other economic phenomena, hui n ** 
not possible to estimate the catt«c of such changes as «»' 
taken place Pconomir forces work »Fowlj and sometime* 
take unexpected directions It is not yet clear how far ioe 
Improvements and recessions of indudrj in the first weeks 
the new iihn s operation are dne to that plan or the result <» 
pnor cans* s "Nor can It be expected that the forces libenteu 
by the plan hare yet produced their final or even their most 
impoftint effects (Pape 310 ) 


T f*-e \ a tonal recovery Sltaeurer tn the United Stale 4 Cette** 
1933 pp 47 SO Also H arid Economic Surrey for 1032 33. p 31* 
Genera 1033 



CHAPTER XXII 


The London Money Market 

The Lombards and the goldsmiths in England earned on 
the business of money lending and coin changing The London 
goldsmiths became money clianger» on a large scale and also 
made a good deal of profit by selling gold and silver corns which 
they were constantly purchasing and melting down for the pur 
pose They began to attract deposits as they needed funds 
to carry on their business and tlieir methods of obtaining these 
funds were not verv honest The germs of deposit banking 
avbich has been devcloied to the pre eminent position of to-day 
lay in the methods of attracting depo its by the goldsmiths 
They were carrying on business the like of is Inch is earned on 
in modem times They conducted exchange operations, 
bought and sold metallic money advanced money against 
security, accommodated merchants bj purchasing their bills 
of exchange and opened current accounts a business which is 
now done bv joint stock banks Notes were issued against 
these deposits and documents resent bitag modem cheques 
nere issued bv some of them The London merchants began 
to deposit their money with goldsmiths hecanse Charles I mis 
appropriated a sum of about £ 120 000 winch had been deposit 
«d by London merchants in the Tower of I ondon for safo 
custody The goldsmiths soon began to have much more 
monev than was safe or convenient for them to retain on their 
own premises and hence they began to entrust that money to 
the Government Exchequer In 16«2 a sum of £ 1,328 5°S 
was appropriated by Charles II because he urgently needed 
money for a war which he was waging against the Dutch Tho 
repudiation of the debt bv Charles II sounded the death knell 
of the goldsmiths ns bankers and later some firms of repute 
of these goldsmiths carried on a separate banking business 
There was the need of a central institution winch could act as 
the medium for government finance and take charge of the 
people s money without fear of repudiation The goldsmiths 
had evolved a market in which gold and silver could be dealt 
in and it remained for a more powerful body to build upon 
the foundations 

The time was ripe for the founding of the Dank of Fng 
land and on a promise from William Paterson a Scot, to lend 
£1,200,200 to the Government the latter granted a Charter 
in 1094 and the subscribers were incorporated under the style 

1 Sw The London Monej Market by 'N F Spalding p 23 
Fo irth Fdition 1930 
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of The Governor and Company of the Bank of Fn eland 
The Bank i«aoed notes on which it pn I interest and thev were- 
pavafle to onier and their concert ibilitr was not certain and 
within three years the I ank had to suspend payment of it* 
nofM in cadi 

T1 e \tt of JC9t was amended from time to time, but op- 
to 1811 the amen Iments were not stringent enough to limit 
the amount of note issue which was at the discretion of the- 
Jiank j Directors The Bank Charter \ct of J8-1 4 introduced 
this sort of amendment an 1 under the terms of the \ct the 1 
Banking Department anl the !s»oe Department were to he 
entire!? separate and ever since tl en the management of the 
note mne has been a function separate from all other functions- 
of the I ank The future note issue of the Bank was made 
laritelv a matter of routine and on August 31, 18-1 1, the Banking" 
Department was ordered to transfer to the Issue Department 
securities to the value of £ 14 000 000 and so much of the geld 
coin and gol 1 and silver bullion as was not required by the 
Banking Department These were thp assets of the new Depart 
ment and the Issue Department took oser from the Banking - 
Department suth an amount of Bank of England notes which 
togs thcr with those in circulation were eqnal to the total value 
of the securities transferred The silver in the Issue Depart 
ment was not to exceed J of the gold deposits The fidumw 
issue was thus limited to £ 34 000 000 and all notes m excess 
of that amount were to be covered by fold or silver com or 
bullion It was also provided that if any bank which was 
issuing notes on Slav C, 1811, ceased to issue them subsequently 
the Bank of England was authorized to issue additional notes 
against securities to an amount not exceeding two thirds or 
the amount of the notes withdrawn from circulation bv the 
banker who ceased to issue them 

The Bank Charter Act of 1844 provided that a wecklv 
account known as the Bank of England return should be 
rendered in a prescribed form to the Commissioners of Stamps 
and Taxes The Issue Department was to show the amount 
of Bank of England Notes issued by the Department and th* 
amount of gold coin and of gold and silver bullion held bv the 
Department together with the amount of securities held The 
Banking Department was to show the capital stock, the de- 
ports and the money and securities belonging to the Bank, 
of England This statement is issued each Thursday when 
Its copies are freely available to the public 

Form of the Bank of England Peturn as it appeared 
before November 21, 39*8 
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.4ft .dccotmt pursuant to the let 7 and 8 Fid. Cap. 32, 
/or the icech ending on Wednesday, the 21d day of 
Xorember 192S 

C P Hahon, 

Chief Cashier. 

Issue Department 

i 

Notes Issued 160,901 083 Government Debt 

Other Securities 
Gold Coins and 
Bullion 
Slt\ er Bullion 


£160 904 065 £ 160 0C4.0S3- 

Dated the 22nd day of Xorember, 1928 


£ 

11,013 IOO 
8,734,900 

101,214 08 > 


Proprietor’s Capital 
Best 

Public Deposits 
(Including Ex 
chequer, Savings 
Banks, Commis- 
sioners o f National 
Debt and Dividend 
Accounts) 

Other Deposits 
7 Day and Other 
Bills . . 


B among Department 
£ 

14,553 000 Government 
3,204 147 Securities 

Other Securities 
Notes 

Gold and Silver 
Coins 


48,310,327 
34 757,491 
48,101,710 


Dated the 22nd day of Xorember, 1928 


C P Mahon. 
Chief Cashier 


The first item on the debit side of the Issue Department is 
‘Notes Issued’ winch represents the notes issued against 
the cover set out on the credit side of the account The first 
item on the credit side is Government Debt ’ which is the 
sum lent by the Bank to the Government from time to time. 
This exists simply as book debt and there is no actual Govern- 
ment Stock representative of this amount The Government 
pays 21 per cent interest on the debt to the Bank Thu u 
permitted to form a part of the securities against which the 
Government allowed the Bank to issue notes to the extent of 
£14,000,000 in 1844 The item ‘Other Securities’ denotes 
securities nhteh the Saak has to keep as a cover tor the fidu- 
ciary issue limit The fiduciary usue gren from £14,000,000 
in 1844 to £ 19 750,000 in 1923 as follows 
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l 

14,000,000 

475. 000 

175.000 

300.000 
750 000 

450.000 

250.000 

350.000 

975.000 

400.000 
275 000 

1,300,000 


t 19,750,000 


Gold Com and Gold Bullion ’ represents the gold cover 
for all notes issued by the Bank m excess of the fiduciary por 
lion In 18-»4 silver bullion was allowed to be kept as a part 
of the cover for notes i«suel in excess of the fiduciary limit, 
bat as silver is not the legal tender in England and the p-ice 
of the iretal is fluctuating, the Bank does not keep any silver 
bullion m reserve 

In the Banking Department on the debit ailc, the first 
item is Proprietor « Capitol which represents the paid up capital 
stock of shareholders represented by the loans and advances 
.granted bv the Bank, to the Government from time to tune 
Since 181 1 the amount ha3 been £ 54,5^3,000 ' Ke»t ' is the 

next item corresponding to the reserve of an\ other bank Its 
amount is never allowed to fall below £ 3 000 000 and anv 
surplus over it is distributed m the form of ibvidends between 
stockholders This reserve for C'e first time was started in 
1722 to be drawn upon m tim-s of emergencies and it is entirely 
separate Irorn and should not be confused with the reserve 
reprt-fcnted by the total of the notes and gold and silver coin 
-in the Banking Department 

The item Public Deposits ’ represents the fnnds of the 
Government held by the Bank and it includes the balances of 
the Exchequer, havings Banks, Commissioners of National 
Debt and other dividend accounts It3 amount increases from 
Ghmtmaa tni March became of receipts from income tax and 
land tax and aLo from Jnlv to August as income tax is pay 
able in two instalments 

* Other Deposits * is the next item on the Inabilities side 
sit the Banking Department which represents the total balances 
held at the Bank by its private customers and corresponds 
to the current account balances of the other joint stock banks 


Issue of Notes anthomed — 

Br the Bank Charter Act. 184 i 
By Orderm Connell of Pec 7 l c 55 
„ „ Jnlv 10, I8G1 

, „ Feb 21, I860 

, „ April 1,1881 

, , Sept 15, 1*87 

, , Feb 8, 1890 

„ , Jan 29,1894 

„ March 3, 1900 

„ Ang 11, 1902 

, , Aug 10,1903 

, Feb 13, 1923 
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together with the balances of many of the other banks m the 
country which keep accounts with the Bank of England It 
also includes balances of various government bodies as the 
India Council, etc Host of the banks outside the ‘clearing’ 
including the "London Offices of the colonial banks maintain 
b "dances with the Bank of Fngland as a matter of convenience 
The balances of nearly all the banks of the country are m 
eluded in this item 

The amonnt of the Stven Dav and Other Bills is now 
unimportant They are usuallv in amounts a airing from 
£10 to 2,000 and the Bank ol England is the only London 
Bank issuing these bills now 

On the assets side of the Banking Department the first 
item is Government Securities which includes investment 
securities of the British Government Ways and Means Ad 
vances to the Government and Deficiency Advances In 
anticipation of revenue the Bank allows overdrafts to the 
Government which an. included in the item 

‘Other ‘Secnrities is the next item which includes ♦he 
investment securities held ba the Bank on its own account 
It makes advances to bill brokers anil ordinarv customers on 
the strength of various securities which are included under 
this head 

‘"Notes and Gold and Silver Coin represent the Re 
serve the ratio of which to the deposits is important This 
Reserve is not onlv the basis of the Bank s credit, but is also 
the key to the Bank Rate 

The form of the Return of the Bank of England as fixed 
under the Currency and Bank Notes Act of 1923 was as follows 


Aw Account for the teeek ended on Wednesday, the 2$th 
day of \ oeember, 192o 
Issce Depaetwext 


Notes Issued — 
In Circulation 
In Bunking 
Department 


Govermcert Debt llOIoOOO 
30" C01 118 Ot! er Government 

‘>ecunties 223 .508 o 0 

.>2 0x 07 Silver Coin 5.240 15" 


Amount of Fidu 

ciarv l«eue 260 000 OOO 

Gold < um and 
Bullion 150 OSS 04o 


£ 410 08a 9io 


£ 410 OSS 94» 


Dated the 29th Day of November, 2923 C P Mahov, 
Chief Cashier 
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J're nnrtor s Capital 
It-M 

J n) lie I) po*il* 

I ndn lin„ fx 
cl»qucr ''annsn 
Banks f < mn >* 


2 1 1j 3 000 Government Secu 
J 2jl 002 ntie* 

Other Securities— 
Discounts and 
Advances 

£13 ’■-03.203 
*S rH rUies 

I £20 214 833 

21 132 OjI 


52.180321 


31 801 H* 
62,?31 lOI 
757,011 


00 501 012 
2010 


Dat'd the 2^th Day of A or ember, 1028 

CP 3IAIT0N, 
Chtef Calmer 

Certain inn ovations ha\ c been made according to tli« latter 
Betnrn In the Banking Department, Other Depots, 
are not divided into Bankers Deposits and Other Accounts 
The former item includes the cash balances of all the I-ondon 
clearing banks, English joint stock and private banks anu 
the Scottish and Northern Iri«h Banks, and the latter item 
includes the deposits of private customers, such as the l ar S e 
industrial firms ■which keep accounts with the Bank of England 
The item Other Accounts includes the ordinary banking 
ojieratmns and transactions arising from its international rela 
tionships 

On the other side of the acconnt Other Securities’ are 
now sub-divided into * Discounts and Advances ’ and ‘ Seen 
Titles' The difference between the two is not clear One 
opinion is that when a hill is discounted on the initiat ,re °* 
the market, it will bo ranked as a discount ’ , bnt when the 
hank buys bills on its own initiative as part of its open market 
policy, it will he called a security — Government Security ’ 
for Treasury Bills and ‘ Other Securities for commercial hills 
Another opinion js that a hill discounted, whether a treasury 
or other bill, will come under Discounts and Advances’ 

CovsTXTuno'f of the London Monet Haeket 
T he funds employed m the London Money Market eo* 11 *' 
from the Bank of England , the * Big Five * as they are called 
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— ri: , the JLdland Bank, Ltd , Lloyds Bank, Ltd , The West- 
minster Bank, Ltd , Barclays Bank, Ltd , and the National 
Bronncial Bank, I td , other British banks includin'* four m 
the London Clearing, namely, Martin s Bank, Ltd , Williams 
Beacons Bank, Glyn Mills A Co , and Contes & Co , the Dis 
count Houses including the Union Discount Company, tho 
National Discount Company, and Alexanders , hill brokers, 
stock brokers and other finance houses The idea of tho funds 
available in the market may be had from tho following table 
of figures — 

£ 

Bank of Fngland Deposits 12I,01G,GG3 

Tli© Deposits and Cash of the Big Five 2,032,752,000 

Total Deposits of all British Banks 2,240,513,214 

Discount Houses 91, 937, 000 s 

The joint stock banks and the discount houses constitute 
the liquid portion of tho London Money Market The loans of 
the discount houses on the marhi t represent cash previously 
Borrowed from the banks and, therefore, too much attention 
need not be devoted to their balaneis These banks get 
Ihc huge suj [dies of money from their customers and they 
fend a part of it to the biff brokers, stock brokers etc , utifize 
a certain portion in the form of advances to clients, make 
investments in gilt edged wcuntus and Jails of oxchango and 
keep a certain portion m the reserve to meet tho demand 
liabilities 

When interest on War I<oans is paid to bond holders, they 
deposit the int»rc«t w irrants with the joint stock banks and 
if the latter find that tho\ cannot use all the funds, they deposit 
a portion with the Bank of Englanl The result is that the 
amount of tlic Public Deposits in the Bank of England falls 
and that of the Other Deposits rises on account of a transfer 
entrv in tho books of tho Bank of England If the demand 
for accommodation from the open market or from tho custo 
mers of lht banks cannot absorb the funds available at the 
banks, they can ‘increase their investments bv the difference 
between the cish rcctDed and the proportion they require 
to hold against an inenase m their deposit liabilities This 
method has Largelv been followed during and after the war 
by the banks Their snrjlus cash has be n used bv them to 
purchase Trensurv Bills and other short term Goremmtnt 
securities 

How Loais Ceeate Car n its 

A person borrows money from a bank and may not with 
draw actual cadi The amount will be placed to his credit 
and he will draw cheques on this amount In favour of people 


Set Jltui , Chapter t , pp 67 





Cl TtFlSCY A\D CO 31 lit PCS 


yrho hare foil poods to him I- or the rake of iiroplicit^tt 
iTi-iv be assumed that t!i*-*e sellers nl»o have accounts 
l I k fame hank Thiv will t!«n pay in these chrnu« »o w 
credit of th ir own accounts in the hank When fhe * ^v-svre 
has withdrawn the whole ttim standing to hi* t 

wouJ 1 still be the same amount of credit outstanding tu 
tl e amount w oul 1 bo distributed among the occonnts of » 
people It is in this wav that the loan mates crcd 
an c jual amount ^ 

Tien remans the question of repayment which . 
male b the credit* creates! by tin loan itself or t 
credits or ated by some other loans In the latter ease 
person repaving mav have received ehrqnes front ot e Pf 
sons wl o m tarn had raised loan* with their respeC“ Vf ^ 
Thu proecs of loin making and creitloii of credits co - 
on indefinitely but as credits ore diffused among ^ 
people thev piy th«m Into thur account* with their ** ^ 
and th« banks are un ler an ol libation to rrpav them on ue 
or at some sh »rt notice 

Loans ar< in difhrent form* — at dll an! *^ ort “° • 
to di*count houses bankers advances to corwnci r« 
indn»trv lilts of ixchanse discounted anl investme. 
Treasury Bill* bonds itc 'Some of the credits fr V )rt 
like the call loans are repayable on demand, some « 
notice anl oth<ra at distant periods Tlie ultimate res 
however, similar . . 

Wc may now follow tin operations of the Bank of *■*<- 
m this rcsjxct Loans arc granted to various G ° Ter "“l .a ( 
and firms In the Bank return, the securities for loans 
jo Government* come under * Government SocunU'’’ 
those for loans advanced to firm* come under Other ce 
ti e * The amount* j Laced to the credit of the Goveirini ^ 
are known as Public Deposits and tbo 3 e placed to tne ci 
of firm* are known is Other Deposits "I 1611 ‘ 
are paid off, the securities are released and there is a 
m securities held and deposits abo Tins will not be tnc 
if cash is taken out by the loan and paid m by a depo*it 
Demand avd Scpi*lt of Fn nds in tU e 

London 3roNFT Matktt . 

Jl«“Banier« Depot. at tke Bank of Enplant! 
tne balances of Lor Ion bankers I anks receive money _ 

enstodv from their clients and keep their own surplus t 

with the Bank of England These binktrs balances reP^ 
a veiy large i-ortion of the money stock of the London ■»*» . 
Market Anvthing which affects the market i* m* 0 jf 

to affect Bankers Deposits and * Other Aeconnts 
bankers surpluses cannot be utilized, the amount ox 
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items mil rise, tint if there is a keen demand for their spare 
ca*h they roll fall 

Other Deposits (Bankers and Other Accounts) pro 
vide the key to the position of the London Money Market at 
any time Money rates rise and fall roth the movements in 
Other Deposits These are the actual balances of hanks 
and other concerns that keep accounts roth the Bank of Eng 
land Other Deposits roll thus nse bv a superfluity of 
supply and will fall b> a scarcity of funds The figures of the 
bankers are an evidence of a reserve in cash against liabdi 
ties and bear a close relationship to liabilities High Other 
Deposits show a weak position unless the reserve of notes is 
proportionally lugh T 1 e amount of Other Deposits shows 
approximately the strength of tl e market which can be tested 
By the Bank Kate and the Market Rate 

The Bank Rate is the minimum rate at which the Bank 
of England is prepared to discount approved bills of exchange 
of not more than lo days currency It is also the rato at 
wl ich the Bank makes advances on marketable short secun 
ties whose currency does not nsnally exceed a week In reatitv 
tl «. Bank makes an extra charge of i per cent over Bank Rate 
for loans to the market Market Rate 13 the rate of interest 
at which the joint stock banks the discount houses the 
brokers etc , are willing to discount bills of exchange and to 
lend money The Market Rate is lower than the Bank Rate 
because the great joint stock banks have immense funds and 
can do business at lower rates tl an the Bank of England The 
Market Rate depends upon the rate of interest which the banks 
allow on short deposits of their customers This deposit rate 13 
governed bv the Rank of England Rate and tl erefore the joint 
stock banks cannot break verv far away from the Bank of 
England In abnormal times however there may be a const 
dcrable divergence between the Bank Rate and the Deposit 
Rate 

The Bank of England can exercise a great influence over 
-the value of monev in the market because the stock of money 
an its control is a very important part of the general supply 
The depositors of the jomt stock banks regard the Bank of Eng 
land Rate as the basis for the interest they expect on their 
deposits with joint stock banks They expect to receive some- 
thing near the Bank Rate People know that the rate of short 
deposits allowed bv the joint stock banks rises or falls roth the 
Banl Rate But, of course too much reliance should not 
be placed upon this factor as a criterion of the rates allowed 
hr the banks fftemsefres TIte banks do act pay interest on 
money on current account Consequently the rate at which 
the bankers lend, or at which they discount bills roll depend 
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upon the average rate the money costs them , when the interest 
tbev i ay on deposits is spread over the whole of their hairnets, 
although some moneT is on long <Jepo*it at higher rates ret 
the price they pay for tl e total sum will be comparatively 
small, and thev will, there fori l>e ahh to lend at considerably 
lower rates than if tl«a had lo gist interest on all the money 
deposited with them Suit the ri'i of the joint stool, banks- 
nnd the enormous pro^ri** thev hast made Jn the London 
Jfoncy 3Iarler, tht tnfltnru/ < { tin Hank of England is not a* 
great as formerly *md in in mul tunes the marl'd ean absorb 
most of the bills oJTt red ^inn ls'rt the Hank of Lnglau 1 has 
been j urchasing bills from if* <;u*tpnn rs at the rates prowling- 
on the open market In jienods of change and adjustments 
more lills arc offered m the market than can b« disconnted 
and the Hank of FngHnd Is approached for accommodation 
and it has still the la t saj in the matter 

In times of crisis the control of the Hank over the market 
is plain and it is rndily discernible at a time of scarcity of 
readv money It is in this wav Themoneyin Othi r Deposits 
belongs to banks and all of it is not at the disi' 0 «al 
of th< market Only a portion of this money u utilised for 
the benefit of the ojien markit The di posit at the Bank of 
England is regarded as gold by tin depositor Hanks usually 
keep a certain j roportion of their funds in a liquid form and up 
to thi* ext»nt tiny will meet the requmim nt* of tic market 
by discounting bills of exchange and by lending money If 
there is a pressure for money, the banks will call in their monev' 
winch lm l>een lent at call or short notice and if the pressure 
continues they will citliir not discount bills or wall not dis 
count them for cash Tho holders of the bills of exchange in 
such circumstances will apj roach the Hank of England for 
assistance The Bank wall then meet the requirements of the 
bill brokers and the discount houses bv discounting approved 
bills of exchange which have to run only a short pc nod or lend 
money on gilt-edged sicnnties winch have to run for a short 
time tinder such circumstances the Hank can dictate its 
own terms and exact Its own rates The price charged for 
accommodation is always higher than that which could be 
obtainable previously on the open market The Hank insist* 
that the loans should be taken for a fnll week at j per cent 
over the Bank Bate 

The ntUity of the Bank rate in checking the outflow of gold 
is great A me in it lessens the demand for loans cheeks 
expenditure in the country and lowers pnees which decreases 
imports and encourages exports The aim is contraction of 
currency Thu helps to restore the adverse trade balance 
which is the primary cause of the foreign demand for gold 
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A rise in the rate attracts gold from foreign countries and a fall 
means easy money market The success of this policy 
depends upon the support the Bank of England receives from, 
the other possessors of funds in the London Money Market 
This support can be easily obtained if there is a comparative 
shortage of funds, but if the supply of money is high as will 
be evidenced by a high level of Other Deposits, ‘ the Bank of 
England will not be able to influence the rates in an upward 
direction m the early stages bocauso the competition of out- 
side lenders will bring the rates down 

In the pre war days the Bank of England could force 
up money rates by ruling its own rate again and again till it 
became effective The Bank followed the lino of least resist- 
ance and relieved the market of surplus funds by acting as the 
borrower It sold consols for cash and bought them again 
for account The purchasers paid by cheques on member 
banks which reduced the balances at the Bank of England 
With a fall in Other Deposits the borrowers would go unsatis- 
fied unless they were prepared to pay higher rates During and 
after the war, this method has been unnecessary The monthly 
settlement was stopped after the war on the Stock Exchange 
and was not reintroduced till 1922 The existence of a large 
amount of Treasury Bills has entirely changed the control 
of the market The Treasury Bills absorb a large amount of 
funds and the money received in exchange for these bills could 
be easily kept ofl the market for a time This expedient has 
not been resorted to in practice, but it shows the power of the 
Bank over the market The money so received quickly re- 
tnrns to the market because the Government has to pay money 
to contractors and others These receipts in some cases go to 
repay the Bank of England loans on Mays and Means 
advances This money is under the control of the Bank and 
can be released to the market or withheld at the discretion of 
the authorities If the Bank wants to send np the open market 
rates, it sells Treasury Bills for spot cash and reduces the 
supply of money m the market which makes the Bank Bate 
effective When the outside market is thus compelled to 
approach the Bank for accommodation, the Bank is in control 
of the market and can charge high rates and bring the other 
dealers m money np to the desired lei el 

SnoET*LoA-\ Ftrso of the Lomio> Money Market 
S hort loan fund means the total of short loans running 
at any particular tune This fund is not a reservoir having 
definite limits, but is a fluctuating item m the money market 
and the amount that the lenders can place at the disposal of 
the borrowers cannot be known with preciseness The funds 
of the discount houses employed m discounting bills need not 
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be included jn the short loan fund because thev purchase and 
sell bills of exchange under discount and though at times the/ 
mav have more funds at their disposal than they can emplor 
m bill business ther cannot b* regarded constant lenders like 
the clearing banks The foreign an I colonial banks with 
London Ofllcis contribute something towards this fund though 
their exact amount cannot bt known Thev leni money to 
the open market but only during sneli times as thev h3ve 
money waiting to Ik employed in the finance of exports from 
Tngland The average monthly amount of the short loan 
fund employed by the ten clearing banks for 1929 came to 
£ 1 -15.30} 000 * 

\pparcntlv the short loan fund ts mt’astic Loans can be 
ma«le to the niarket up tn a certain point at which the banks 
cease to be lenders and begin to call m monev from the market 
One banker may lx obliged to rail monev from the market 
which fin Is its way into tin till of another bank This opera 
txon appears to be simply an act of excl ange and no new ad L 
tion to the fund is made If new go! I arrives into the 
country the fund is increased by an equivalent amount which 
is released to the market Thus in reatitv the land is not a 
reservoir with definite limits Tin short loan fun l is not solclr 
in the hands of the clearing banks anl the Lank of England 
aL.o euj plies funds winch are availalle for the market It « 
not mcrelr br a process of discounting bills that the fund can 
be replenished U times the outside market wiU not discount 
a single bill In caao of need the banks may have withdrawn 
all their funds from the short loan fund It is at this point 
that the Bank of England intervenes and discounts approved 


* T> e Monev Emj toyed bv the ten (.tearing Hunts < n the 81 oft 
I*>an Funu o* tie iaindnn Mon v .Market b ingtleTotil of tleir 
Money ot Call and *'lo-t Notice 


Janusrv 
February 
March 
\p >1 
May 


IV.O 

iv>a 

l'r'1 
1S°9 
19° • 


July 

‘September 19" 9 
October 19" 0 
Noverobe" IP" 9 
December 1 929 


HP 929 000 
1 IS2M OOO 
I til 000 
14 1 0 000 
1 to jOj 000 
1 •» 401 000 
144 1(8 000 
14 S 1*9 000 
JoO.2-1000 
HO "4 000 
141.271 000 
143 133 000 


fit 744,3 0 000 


Average monthly amount f 145 361 000 

(London Money Market by \\ F Spalding p 110) 
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bills of exchange The Bank grants loans in such cases for 
somewhat longer periods than those for which loans are made 
by the outside banks from the short loan fund It cannot 
be said therefore, that the accommodation granted by the 
Bank of England comes from the short loan fund At times, 
the Bank of England lends money to its own customers at 
the same terms as the open market which increases the short 
loan fund because the Bank of Englanl need not withdraw 
from the short loan fund an equivalent amount as the other 
banks have to do Thus the short loan fund readily adjusts 
itself to demands made upon it, though temporarily recourse 
to the Bank of England is necessary 

MAW Point* in connection with the Fund 

1 The London Money Market is so elastic that it will, 
at a rate, always respond to the demand made upon it 

2 The deposits of the banks are made as either cash 
deposits or credit deposits The bankers themselves create 
all their credit deposits 

3 They create these credit deposits in the proportion 
that they maintain between thur cash and their liabilities 
The credit deposits increase or decrease according as the pro 
portion decreases or increases 

4 The Banks themselns decide what the proportion 
shall be 

5 It is the practice of the banks to extend the creation 
of credit so that they only retain the minimum proportion 
of cash winch they consider necessary for their own safety 

6 As soon as the safety limit is passed, the banks have 
to call in loans to regain their necessarv minimum proportion 
of cash and the market has to borrow at the Bank of England 

7 As soon as such borrowing begins at the Bank of Eng 
land, the latter obtains control of the market 

^ As tho banks usually work up to the safety bmit, a 
very slight displacement of money will as a rule, necessitate 
borrowing at tho Bank of England 

9 If the bankers decide to increase the aggregate of 
their balances at the Bank of England they can do so only 
with the Co operation of the Bank of England itself 

10 The nature of the credit created bv the Bank of Eng 
land is the same a3 that created bv other banks 

11 Lnlpas loans made by the Bank of England are with 
drawn in cash, the loans do not affect the reserve of the Bank 
of England, but only its proportion , that is the ratio of 
its reserve to its liabilities on deposits This is the same m 
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effect as loans made by other banks, and the Bank of Frisian d 
decides whether its proportion at any time is sufficient 
12 11 the Bank of I ngland decides tint it w desirable 

to check gold exports from this country, or that more gold 
must lie attracted from abroad as the Insis of credit in this 
market, it will raise its minimum rate of discount , in the 
reverse case it will loner its rate in the interests of the trade 
of the country 

Tnr Opfx and Di'-convT Maeket 
T he short loan op, rations and the discount or open 
market operations are mtimateVv connected and the discount 
market is a vtrv important stttion of the London Money 
Market Bi" count mg a bill means that the bolder of the bill of 
exchange wants funds and can »ll it to n purchaser for less 
than its face value He is put m possession of funds immedi 
ately and Hurcfori he can part with the bill for less than its 
lace value which watt be du« nfter some time 

The I ondon joint stock banks do not deal directly with 
the purchasers and sellers of bills of exchange, hat through 
intermediaries known as the hill brokers A bank manager 
cannot po«siM> come into direct touch with purchasers and 
eolhrs of bills socially when the banking business has centered 
in the hands of a few big banking corporations Therefore, 
most of the discounting business is conducted bv specialists 
known ns bill brokers and discount houses 

There ore the original possessors of the bills for discount, 
the London offices of the colonial and fonign branch banks 
They receive bills of exchange for collection and at times are 
in need of money immediately In such circumstances they 
get the bills discounted and -utilize the proceeds in financing 
cxjiortB There are the I .ondon offices of the joint stock bankB 
The manager of each bank has a finance book having ft 
record of the amounts to be received on one side and a record 
of the amounts to be paid on another side The excess of 
receipts over pavments shows the balance which the bank 
manager can utilize m lending money ou the security of bills 
of exchange An estimate is made of the payments to 
be made during the day and of | ossible receipts also The 
manager of a London joint stock bank is in a better position 
in this respect than the manager of a colonial bank The latter 
has often unforeseen demands as he may get a cable asking 
him to be readv to meet the drawings that are being made 
upon him during the day , but the manager of a joint stock 
hank knows his requirements approximately for the week 
The loans are nsuallv granted for seven days If the 
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market is well supplied with funds, the banker will like to 
Increase Ins loans to the broker, but if funds are scanty he will 
not lend more than the sum for which usually an arrangement 
is made The foreign nnd colonial banks lend money from day 
to day owing to the special natnri of tlieir business They 
cannot know their requirements in advance and cannot 
therefore place funds at the disposal of the brokers for a week 
or so The} prefer to lend for a day or for a period of 24 hours 
The amounts range for £ 50 000 and upwards The banks have 
the right to recall this money next morning Hence it is 
known as night or bad money Such loans are not liked 
by brokers but the} can tide over a period up to 24 hours 
This money is lent at lower rates than the weekly fixtures, 1 1 , 
tlic rate charged for overnight mono} is lower than one 
charged for loans for a week \rrangenients are made by tho 
brokers on phone or through personal visits and they find out 
which bankers arc lenders and which are calling in their loans 
hen mom y is unlendabte at an} price it is called ‘ a drug 
on the market 

There may he a time w hen tho hanker maj have no balanco 
or may lias o a balance on the liabilities si le for the day Then 
he will call m his day !o-dav loans and will not renew his week 
ly loans There may be a time when all tho bankers aro call 
ing in their loans because of scarcity of money due to a groat 
demand for it The broker then has no alternative except to 
go to tho Rank of England for help The market in such cir 
cumstances is in the Bank The broker tries to avoid this 
position because of the exacting terms charged by the Rank 
of Fngland Under such circumstances the position indicates 
that tho banks have created credit to the utmost limit consis 
tent with safety for the tune bung 

The securities on which money is lent to the brokers aro 
known as floaters and terminals Tho former change hands 
nnd float about the market as the short term gilt edged bearer 
securities like the Treasury Rills, Exchequer Bonds and Consols 
Terminals are tho securities with only a short period to run 
before they fall due for payment as Treasur} Bonds aud Bimi 
lar short-dated bonds 

When a banker lends money ho gives a cheque to the 
broker drawn on the Bank of England Or the broker draws 
a cheque on the lending banker and gives securities or bills 
m exchange to the banker When a loan is called in, the 
broker girt a his cheque on his own banker to the lending banker 
and gets back tho securities Borrowing and lending opera 
tionsan alwavs going on and when the broker gets thesecuritics 
back, he immediately pledges them with another banker to get 
accommodation 

F 
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How These Bats Octant ate 
T he bills circulating on the London discount market enter 
England from foreign countries In every foreign centre 
people are readv to erport their goods and to facilitate their 
operations the assistance of the bankers abroad 13 required 
The London branches of the foreign banks purchase bills of 
English exporters which the latter haTe drawn on foreign 
importers The banks send these bilL to their foreign branches 
and the latter get money m due course These funds are uti 
bred for purchasing bills offered for sale m foreign centres 
which arc drawn on London The exporters get payment for 
their good3 by drawing bills on London and the English 
exporters get payment by selling their bills to London bankers 
All *och bills find their way into the London discount market 
Bills are also drawn for services rendered and debts due 
and people will pureha«e them for sending to their creators 
m settlement of their debts and obligations These are dean 
bills withont documents in any shape or form They are sent 
to London to be disposed of m the market 

There are other bills drawn on and accepted by the 
London accepting houses and the London branches of foreign 
banks m connection with various financial and commercial 
transactions Beside«, there are bills in connection with 
internal trade of the country 

Bank paper means those bills which are drawn on and 
accepted bv the joint stock banks and finance bouses and also 
those which are drawn on and accepted by the London Offices 
■of foreign banks In short, bank paper means either bant 
acceptances or paper endorsed bv the banks 

Fine trade paper means all commercial bills drawn and 
accepted by first class merchants and traders The term ‘clean 
bills as far as the Bank of England u concerned means those 
bills which bear on their face evidence of their being drawn 
■against specific shipment of commodities or other security 
The discount market does not deal with documentary 
bills, * e , bills of exchange with slopping documents attached 
Bills originally drawn with' shipping documents attached 
"become “ clean ’ after the documents have been delivered on 
the acceptance of the biffs 
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Bank for International Settlements 

The scheme for the Rank for International Settlements 
was formulated in March 1929 by the Committee of Experts 
m Paris This proposal of the loung Committee was the 
logical outcome of the evolution of post war financial history, 
winch was characterized by two currents the attempt to 
rtstoro monetary stability through the co operation of central 
banks, and the endeavour to adjust to realities reparations 
and war debts claims Both these factors were moving 
towards the establishment of an international organization of 
some kind Though they were advancing independently of 
each other tliev reached the stage in a simultaneous way when 
the need fur the creation of an international body of some kind 
ha 1 made itself felt more acutely an 1 when its realization had 
bpronie a matter ol practical politics 

Monetary conditions in tho immediate post war period 
exhibited a picture of desperate chaos The year 1923 was 
the culminating period of tho post war crisis in Puropean 
finance Rudgctarr deficits currency inflation, depreciation 
of exchanges mcrtaoing expenditure and ming prices were 
the common iconcmuc jhenotnena The former continental 
belligerents found it impossible to raise an external loan and 
the few experiments in this connection resulted in a failure, 
thus discouraging further attempts 

The first sign of rilicf was tho stabilization of the Austrian 
exchange A reconstruction scheme was put into opera 
tion, tie credit for which was duo to the Financial Committee 
of the I* igue of Nations and to the Governments which rclm 
qmshed the priority of their claims an l guaranteed a portion 
of tho Reconstruction Loan Thus \u3tria could get tho ne- 
cessary funds for tlio stabilization of the Krone The Rank 
of I Dglind plavod an important part in this connection by 
granting an adsance to the \ustnan National Rank so that 
\ustnan exchange could be stabilized during the transitional 
jh nod between tho conclusion of tho agreements for the 
n construction scheme and the actual issue of the loan The 
recoDH ruction scheme could not have succeeded without this 
advance 

Tills was tho first pnblie act of co-operation between 
central banks in the post war period In the beginning this 
movement of co operation was one sided because the stronger 
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banks supported the weaker ones Later on, it gradually 
developed into a system of reciprocal support In theory, the co- 
operation was to be only between central banks on a gold basi3, 
but on several occasion*, central banks of countries with 
inconvertible paper currencies were also admitted 

There were two mam object* of the movement (1) the 
attainment of economic reconstruction and monetary stabili 
ration and (2) the prevention for a scramble for gold by central 
banks There was a subsidiary object also, namely, the estab 
lishment of closer business relations between central banks 
At the same time, the solution of the problem of reparations 
transfers a!*o was facilitated 

The Bank, of Fngland also rendered similar services to 
the Hungarian National Bank, and it returned the intere*t 
paid on its advances to these institutions In the case of 
Germany a group of central banks supported the Keichsbank 
by placing capital at the disposal of the Gold Discount Bank. 
The number of participants in the movement continued to 
incrca«e and the stabilisation of the Belgian franc, the lira, the 
zloty, the drachma, etc , was earned ont with the help of the 
credits granted by the growing group of central batkB When 
the gold standard was restored m Great Britain the support 
was granted exclu«ive!y by the Federal Be«erve System 

The efforts of central banks in this re* pec t were generally 
conducted within the framework or the schemes of the 
League of >ations , but on certain occasions they acted in 
dependently In the case of Poland, a scheme was worked ont 
without the assistance of the League of bations 

It is tree that the co-operation of central banks in the 
stabilization of currencies was commendable . but there were 
certain disadvantages also of this course The central banks 
which extended their support were too dictatorial towards the 
-countries which needed their support and, therefore, this sort 
of help was considered as a sign of inferiority by the weaker 
banks Thus countries which conld do without the support 
of the group of central banks obtained help from other qnar 
ters The Danish National Bank, for instance, stabilised its 
exchange with the help of credits granted by Ilamhros Bank 
and American banking interests Similar was the case with 
"the Bank of Spain. 

In the case of Bulgaria and Estonia the supporter* insist 
ed that the central banks should be controlled by private share- 
holders and not bj Government This caused inconvenience 
to the central banks standing in need of support fjltunatelr, 
■of course, these dictatorial methods were beneficial, but the 
countries standing in need of support became less and less 
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inclined to submit to them They reloctantlv consented in 
-case of emergency, but as conditions became normal, they were 
3eas willing to accept interference from outside 

It was therefore desirable to devise arrangements by 
which the countries standing m need of support could parti 
•cipate in the authority which determined the terms of the 
support To ask for and get assistance m this manner would 
"be less humiliating This was one of the raisons d etre of the 
Hank for International Settlements 

The second principal aim of the movement of co operation 
was to prevent a scraml Ie for gold It will be seen that the 
•assistance given by central banks for curreny stabilization 
was not merely an act of philanthropy It was to tho interest 
-of the supporters also to create free gold markets Most 
-central banks arc authorized to include foreign exchanges into 
their gold reserves, but there was a tendency on their part to 
replace these currencies With actual gold This might mean 
a sudden demand for gold sometimes and might lead to heavy 
withdrawals of gold winch would prove embarrassing There 
fore an understanding was reached by which central banks 
undertook not to withdraw gold from each other without each 
•other s consent 

This principle hail also been extended to the South 
African gold dealt with m the open market in London It 
was the Bank of England which earned out the buying orders 
on behalf of other central banks It was to the interest of 
the central banks themselves to co-ordinate their demand for 
South African gold to avoid competition which would force 
them to pay a higher price Thi3 understanding did not work 
well and the Bank of France and the Reichsbanh made heavy 
withdrawals The co operation between central banks had not 
thus reached an ideal state and the Bank for International 
Settlements could play a useful part in this direction 

An auxiliary means bv which central banks have been co 
operatmg is the establishment of closer business relations with 
-each other This tendency has been stronger m the post war 
period than in the pre war period For instance, the Reichs 
bank and the Bank of Franco established accounts with each 
other for the first time in their history in the post war period, 
and the Keichabank introduced a system facilitating the transfer 
of funds from one country to another through central banks 
Another auxiliary function of co operation between central 
banks was to facilitate tho task of the Agent General for 
Reparations Payments of the transfer of funds 

This movement of co operation was gradually working to 
wards the restoration of normal conditions , but its shortcomings 
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were becoming evident It was too informal and too 
vague in character and its agreements had no binding force 
Its working also was too clumsy and casual There was, 
therefore a great necessity for an organization to systematise 
the co operation of central banks Such an organization 
appeared to present the following advantages — * 

(1) It could place cooperation on a systematic basi3 
and the casual character of the movement could he replaced 
bv a systematic organization 

(2) A central administrative organization could be 
provided because before the establishment of the Hank for 
International Settlements there was no bodv engaged in 
organizing and co-oithnating the movement 

(3) Personal Intercourse between central bankers could 
be facilitated, because the new organization conld provido 
an opportunity for frequent meetings of the leading central 
bankers 

(4) It could al o establish discipline among central 
banks because the existence of the organization was expect 
ed to reduce the number of violations of the principles It is 
less humiliating to accept the ruling of the Bank than to sub 
mit to the decision of individual central banks 

(3) The movement of co-operation was expected to bo 
more efficient, beeanse it was expected to avoid much waste 
of time in the arrangement of credits, etc 

(6) It was expected to increase the number of coon 
tries on a gold basis, because the central banks which were not 
on gold standard were excluded from participating m the 
share capital of the Bank 

(7) It was expected to facilitate the exchange of statis 
tieal and other information 

(8) The Bant was also erpected to prevent tho scramble 
for gold and to prevent the falling tendency of the inter 
national price level 

Problem of Reparations 

The obligation imposed upon Germany according to the 
Treaty to make huge reparations payments introduced 
complications into the international money and exchange 
markets Inter Allied debts also worked m the same direction 
The principal exchange affected by the«e factors was the 
Peichsmark, though their effects upon tho currencies of other 
countries also wire not negligible 

The Peace Treaty did not make any provision for dealing 
with these exceptional factors which were allowed to take their 
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own course The Dawes Scheme of 1924 realized the gravity 
of the situation and it made provision for maclunery to regu 
late the transfers of reparations pavments so as to inflict upon 
the mark the least possible harm The doty of the Agent 
General was to collect reparations and to see the most oppor 
tune moments for their transfer to the Allied creditors while 
the object of the Transfers Committee was to stop transfers 
when they endangered the stability of the Reichsmark The 
German Government was thus relieved of the responsibility for 
transfers and in respect of reparations it» duty was to make 
pavments m Reichsmarks ouly It was the A^ent General 
who in co operation with the leading central banks arranged 
the transfers m a way that thev might cause the least possible 
inconvenience m the foreign exchange markets 

The Dawes Scheme could not be put to a real test until 
•early in 1929 when Germany could not raise credits abroad 
and after 1929 Germany conld not make reparations pavments 
A Thns it appeared that the fact whether or not the transfers 
-of reparations pavments disturbed the exchange depended 
not go mnch on the efficiency of the organization of transfers as 
•on fluctuations in the international loan market But for the 
replacement of the Dawes Plan bv the Young Phn the clause 
of the former providing for the suspension of transfers might 
have had to be applied m order to avoid another collapse of 
-the Rcicbsmarl 

There was thus a very great necessity for some central 
organization which could direct the co operation between 
central banks to facilitate reparations transfers It would 
Dot have been easy m the absence of such an organization to 
secure the support of all central banks to help Germanv during 
the period of transfer difficulties The fact tl at reparations 
transfers would cause fluctuations in the international loan 
market was unavoidable irrespective of the establishment of 
■anv organization go long as the payments exceeded consider 
ably Germany s capacity to pay or her normal resources Bat 
the influence of the caprices of the capital market could be 
moderated by a permanent central organization equipped with 
tl e necessary powers The same organization eouJd act as 
trustees for reparations payments and help m the commereiali 
zation of reparations payments and also in the financing of 
deliveries in kind 

A change m the svstem of reparations payments was also 
necessitated by the greater prestige and might which Germany 
bad come to occupy in international polities In 1926 she was 
admitted to the League of 'Nations and given a seat on the 

» Hank for In ernational Settlements by Dr Paul Emzig pare 
23 rh rd Fdiuoo 1932 
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Council among the other leading powers Thus her voice 
carried considerable weight in international conferences A 
change wa3 therefore necessary m the humiliating system of 
control which had been established by the Dawes Plan 

The establishment of an international institution, which 
conld manage reparations payments and which at the same 
time conld seenre tl e to operation of central banks was highly 
neee« arv The new organization wonld thus achieve the 
doutle object of providing for co-operation between central 
banks and facilitating the transfer of reparations payments 
and inter Allied debts 

It has been pointed ont that the combination of the func 
tions of a central office for central banks with tho«e of an office 
for reparations payn ent» implies some contradiction Co 
operation between central banks is a product of idealism, 
but the endeavour to get reparations is a survival of the spirit 
of hostibtv and thus the two objects are incompatible It 
may be s-ud that reparations wonld not go on for ever, bat the 
existence of the Bank wonld bo permanent 

From the point of view of the reparations the advantages 
of the Bank as embodied in the Vonng Plan are as follows — 

(1) It simplified the whole reparations problem by 
unifying the existing clumsy, complicated and cumbersome 
organizations It introduced economy and efficiency and the 
Bank is n ore sm table than any other organization to act as 
trustee for the reparations payments 

(2) It could be of great help in the commercialization 
and mobilization of the reparations debt The principles on 
which commercialization may take place can be laid down once 
and the permanent organization would then carry out the 
mobilization at the most suitable time 

(3) It could play an important part m the direction, 
control, and financing of deliveries in kind 

(4) It was to provide an authority which conld adnse 
the creditor Governments as to the German Governments 
declaration of its inability to continue the transfer of post 
ponable annuities 

(5) It was expected f to help Gennanv to avoid the neces 
sity ol suspending transfers, because under the Voting Plan 
assistance in the form of credits was to be provided for in case 
of temporary difficulties 

(6) It was to take charge of the Investment within 
Germany of Peichsmark payments made by the German 
Government dnnng the period of suspension of transfers 
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(7) It was expected to create additional facilities for 
German exports by facilitating the reconstruction of certain 
countries and the economic deve’opmcnt of others 

(8) It -was meant to reduce the political character of tne 
reparations i roblom and it increased neutral elements in the 
administration of reparations 

(9) It was to contribute, out of its profits, towards the 
payment of the last 22 annuities to proa ldo relief to Germany 

(10) It was expected to improve financial relations 
between former belligerents by tlio establishment of a per 
roanent link between their financial authorities 

(11) It was also expect ed to prevent a fall in the inter 
national pn« level and thus it was thought by some of the 
authors of the Bcherao that it would pnvent an increase iu tho 
burden of reparations and inter Allied debts 

FUNCTIONS OF TllF BANS. 

The koung Tlan discriminates between tho essential or 
obligatory functions of the Bank and its auxiliary or | ermissiblo 
functions The former are tho«o funrtions which are 
inherent in the receipt management and distribution of tho 
annuities while the latter art those which erolve more 
inlirectlv from the character of the annuities There 13 no 
hard and fast lino between the two sets of functions because 
the first lead naturally into second 3 The laris Fxperts 
expected a gradual increase in tho relative importance of tho 
auxiliary functions of the Bank and hoped that a time might 
come when these functions would overshadow the reparations 
functions for which the Bank was primarily created 
Non Reparations functions 

(1) Assistance to countries wishing to restore tho gold 
standard 

(2) Assistance in the maintenance of a gold standard m 
case of emergency 

(3) Assistance in tho relief of temporary pressure 

(4) Establishment of an international gold clearing sys 

tern 

(5) Establishment of an international exchange clearing 
svstera 

(C) Regular collection and exchange of information upon 
the international monetary situation 

The other tasks besides those mentioned above are given 
below — 


I art 6 of the \oung Report 
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(1) To regulate and influence the world price level 

(2) To assist in the international distribution of credit 

(1) To take an interest in the financial reconstruction 

of Lu<sia and China 

(4) To asinine the idle of trustee for all debt services 
unleT international control — for instance, in the case of the 
Greek external debt 

(5) To appomt financial advisors to Governments and 
central hanks 

(f) To asinme the control of the arrangements to pre 
vent the counterfeiting of hank notes 

(7) To collect and distribute information as to the prac 
tico of various central banks in the matter of gold shipments ' 

The koung Ileport alludes to the banks task of opening 
up new fields for commerce which leans a wide scope for ima 
gination lust possible, it mar merely refer to the anticipated 
inerea*e of international commercial activitv as a result of the 
stal hzation of currencies \ceordmg to its statuiia the Hank 
is not allow h 1 to acquire shares of or to take a controlling ra 
tircst in business undertakings Tlierefore there could be no 
question of any direct participation in enterprises aiming at 
the creation of niw markets for export tradt Moreover, the 
opining up of new countries requires long term investments, 
and the Bank is thm hardly auttahl » for the purpose , but it 
may assist any scheme by supplving the Bhort t<rm capital 
required if the long term capital has once been provided for 

The object of the non reparation functions was to bnng 
about a more equal distribution of the financial rtsourcos of 
the woril as between various countries Through improving 
the spirit of cooperation between central banks, the Bank 
was intended to be instrumental in regulating the demand 
for gold , and bv expanding or contracting credit, it was 
expected to influence world prices 

CovsTiTirnoN op the Bank 

The Young Plan made provision for the establishment of 
the Organization Committee, on which the seven original 
countries are represented on a basis of equality The task of 
this Committee was described as the drawing np and elabora 
tion of the statutes and charter of the Bank, and the making 
of all preliminary arrangements until the formation of the 
Board of directors 

The Board of Directors according to the Young Dan was 
to be made np in the following manner — 

(1) The Governor of the central banks of each of the 
■seven original countries wa3 to be an ex-officio director of the 
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Bank Each of these Governors was to appoint one Director, 
being a national of his country and representative either of 
finance or of indnstrv or commerce 

(2) Daring the period of the German annuities the 
Governor of the Bank of trance and the President of the Reichs 
bank may each appoint an additional Director of his own 
nationality, being a representative of industry or commerce 

(3) Tlie Govi rnor of the central bank of each of the other 
countries participating in the share capital of the Bank should 
furnish a list of fonr candidates of his nationality for director 
ships Two of them should be representative of finance and 
the other two of industry or commerce From these lists the 
fourteen or sixteen Directors mentioned in (1) and (2) above 
should elect not more than nme other Director 

(4) From those first appointed four groups of five 
directors shall be chosen by lot their terms nspectivelv shall 
end at the close of each of the first second third and fourth 
vears from the establishment of the Bank Subject to this, 
the term of ofiico of the Directors shall be five years, but they 
may be reappointed 

Any casual vacancy shall bo filled in the same manner as 
prescribed for ( rigmal appointment The Directors shall 
elect a chairman annually from their own number I or ordi 
nary decisions, including tho e involving elections a simple 
majority is enough but in other ca^es, t g , in the case of an 
amendment of the statutes etc a two thirds majority shall 
be required 

The Paris experts anxious to safeguard the independence 
of the Bank from political influence declared that the func 
tions of Directors were incompatible with those involving 
national political responsibilities The composition of the 
Board gives tlie seven original countries a voting strength 
greater than their participation in the share capital of the 
Bank Though they get 5o per cent of the shares they have 
obtained 16 so its out of 2o on the Board which comes to 64 
per cent of the votes, excluding the casting lote of the 
Chairman Tlie interests of the small participants are not 
sacrificed, because there is seldom unanimity among the seven 
original countries when questions of importance are involved 
Further, in case of decisions of importance, a majority of two 
thirds is required, and the sixteen Directors representihg the 
seven principal countries, even if unanimous, will have to obtain 
the support of at least one Director representing smaller 
holders to obtain the necessary two thirds majority once the 
number of Directors reaches the statutory figure of twenty 
five 
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Shape Capital 

Tie share capital was fired at the equivalent of 
A 100 000 000 of which 25 per cent was to be paid op This 
comes to £5 000 000 The distribution of shares is such that 
the control is retained in tie hands of the seven principal 
countries responsible for the scheme Other participants 
mar include < mint ms interested in reparations and countries 
<n a; II or gold exchange laais lut their total Interest can 
nevtr xceed 41 per cent of the share capital The central 
banks ran pass on tl r *1 ares to the general public after having 
sul scribed them but they retain the voting rights attached 
to the shares 

It mar lie pointed out that the Hoard was not meant to 
consist exclusively of banker! 1 ut might include the repre- 
sentatives of industry and commerce 

Pcrosixfl 

The Bank is entitled to rcceirc deposits of the following 
•categories — 

(1) deposits on annuity account from the creditor Govern 
ments 

(°) deposits on clearing accounts from central banks 
consisting of gold 

0} deposits in connection with the Bank » reparations 
functions and 

(4) a special deposit from the German Government 

The Bank can pay interest on deposits not liable to with 
-drawal except on one month s notice, and its rate of interest 
Tanes according to tl e nati re of deposits 

Part VI of the koung Peport enumerates the operations 
which the Bank can nndirtake The Board of Directors i* 
entitled at its discretion to include others There is a clause 
which entitles tl e central banks to veto any transaction of the 
Bank in their currenev or with their country The Bank can 
buy and *ell gold com and bullion which probably means that 
the authors of the scheme bad in mind the establishment of a 
gold reserve It can earmark gold on account of central banks 
which shows an idea of the establishment of international 
-gold clearing The I auk can deal in bills and other short 
“term obligations It may open deposit accounts with central 
banks, re-disco nut bills presented by central banks make ad 
s ancea to central banks on security and buy and sell long term 
securities other than shares It may issue obligations which 
"have investments in Germany as collateral tec nnt y, cv other 
long or short term obligations of its own. The Tank is 
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Shape Capital 

The share capital was fixed at the equivalent of 
$ 100 000 000 of which 25 per cent was to be paid up Thu 
monies to i b 000,000 The distribution of shares is such that 
the control is retained in the hands of the seven principal 
countries responsible for the scheme Other participants 
mar include countries interested in reparations and countries 
on a go I 1 or gold exchange basis, hot their total interest can 
never exceed 44 per cent of the share capital The central 
banks ran pass on the shares to the general public after having 
subscribed them, hut they retain the voting rights attached 
to the shares 

It may be pointed out that the Hoard was not meant to 
consist exclusively of bankers hnt might include the repre- 
sentatives of industry and commerce 

Deposits 

The Bank is entitled to receive deposits of the following 
■categories — 

(1) deposits on annuity account from the creditor Govern 

tnents , 

(2) deposits on clearing accounts from central banks 

consisting of gold , 

(3) deposits in connection with the Banks reparations 

functions , and 

(4) a special deposit from the German Government 

The Bank can pay interest on deposits not liable to with 

-drawal except on one month s notice, and its rate of interest 
'vanes according to the nature of deposits 

Part ^ I of the koung Report enumerates the operations 
which the Bank can nndertake The Board of Directors is 
-entitled at its discretion to include others There is a clause 
which entitles the central banks to veto any transaction of the 
Bank m their correncv or with their country The Bank can 
buy and seB gold com and bullion, which probably means that 
the authors of the scheme had in mind the establishment of ft 
-gold reserve It can earmark gold on account of central banks 
which shows an idea of the establishment of international 
-gold clearing The Tank can deal m bill3 and other short 
term obligations It may open deposit accounts with central 
banks, re-discount bills presented by central banks, make ad 
vances to central banks on security and buy and sell long term 
securities other than shares It may issue obligations which 
■have investments in Germany as collateral secnrity, or other 
Tong or short-term obligations of its own- The Bank is, 



2ir ct nkC'ccr a\i> counter 

" (I) It shot II lie a financial ccnire of some Importance, 
with Ijvtlr international banking activity 

(.) It shout I poj*<-n n good foreign exchange market, 
with o/h <\tiat< far (lit i< s to transact badness In every impor 
tjiit turn net 

O) It shoul! po»*ru a pool ro! t market, with amfte 
mjj j Ins an 1 » regular rirmand, an ! o fornj Me freedom of P°m 
nioTi merit* 

It) It shoul! possess a poo! lull market 
(') lit giviRrajbiril position should tie edsantagiour, 
with sptoiil pgard to the inbreouw with New Nork 

Union at tie turn o I the of the 15mk for 

Internationa! N'ttleminti, satidhal thete requirements to * 
great* r extsnt than any othsf rtntn , but junlv financial 
c< tun If rat ions did not iresail and ultimately Had aw select- 
«d a* a matnr of romprumtm In thu connection th« Noun? 
I’tport #tat»d tf at the Hank *1 all !»» lorajnl in a Inan 
eial « ntn hirvnfti r to be ilrsignabd In srfertmg the country 
of incorporation due ronaldi ration shall be Risen to obtain 
ing pow*rs *n Fichntly broad to enable it to p* rfomi its func 
tionn witt requisite freedom nrd with suitable immunities 
from taxation Nesdlos* to sir that onj country wouil 
han tieen jh pared to Rive sufhrmntlr broad powers to th’ 
Hank in this ernneetion, b*causf the country of location wotil* 
base cbtained a RToat financial prutigt b} the existence of 
the Hank within its borders 

Inother important question l»efore the Organizing Corn 
mittce was whether the Hoard of the Hank should In trma A 
comparatively fre* han<I or ttu seojv of the institution shoot l 
lie tharly lit fined The scheme t>cinR without jncedmt, it 
was not possible to draft bard and fast rnh* regarding the 
exact sphere of the Activity of the Hank The rules were cr 
j»ectcd to prow from the exjierifnct of the institution 

Nested interests, howescr, feared ttiat the Hank would 
become n formidable rival to them The Noun? I'eport had 
emphasized that it would not interfile, with the functions per' 
formed by tbi existing institutions, but this was not sufficient 
to put confidence into the existing banking interests which 
claun«l mon sjKCific guarantees against thn competition of 
the new Hank 

The Inclusion of a clause in the statutes to the effpet that 
the Bank should not compote with the existing institntions 
would have paralysed its activities altogether Certain clauses 
have, however, been included which offer safeguards against 
competition The statutes differ from the Noting Plan inas 
much as they debar the Hank from undertaking certain types 
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of transactions Tho Hank it debarred bj the statute* from 
carrying on lit** following bimnw — 

(I) It cannot issm bank notes payable to bearer 

(J) It it forbidden to undertake amptanco business 
This was meant to reinsure the nccsptnnco house*, l>cran*o 
amjitann bu*itn*s it probabl* tin most competitive branch 
of tanking Further the authority of granting ncccptanco 
credit.* would open immense possibilitn s of credit inllition 
Tlilt prohibition doc* not in anv a at handicap the Hank a 
normal nctnitte*. becausi its obji rt it to re discount bills from 
the port folios of tlu ct ntral bank* ami not to i ri ale a a ultimo of 
additional bills 

It doe* not hows fir, mi an that the i solution of tho Rank 
from tin arcs ptanro business can prevent it from competing 
■with binks in the financing of foreign tradt The Rank can 
establish contact with foreign bmks with tin permission of 
the ci ntral banks cones mod, and thus it s in discount their 
bill* Tho Rank thersfm can finance fort «gn trade by dis 
counting bills sllsirtmg business therein from aenptmeo 
houses Th* Rink w oul 1 not howevtr r> * in to such ilinct 
competition and it can gise all the support rnjuimt through 
the ci ntral banka concirnul Thi result ia hosrinr, tho 
same for if they en»bh tin ci ntral banka to llnanco a larger 
portion of tho foreign tri It* of their countries, tits v din rt there- 
lij business which would nonnallv hasi found its wnj to accip 
tame housia and to bank* engaged in noccptunre businias 

Tims thi restriction pnvinting the Rank from granting 
acci ptance cridit* is inon nj parent than real The ultimati 
mult ia tho same whither tin Rank grants direct acicptanco 
credits or it rt discount* l tils hi Id bj central binks enabling 
them to increase, in turn, tin limit of n -discounting facilities 
granted to thi banks in tlicir muntriis Rut tins coinpiti 
tion is less nCgriasise und is likely to pfovokt Iiss hostility on 
the part of sested interests tin Hoard of the Rank is to 
use its powers with discretion The prim an object of tho 
Rank is not to preside for a more, equal distribution of the 
worlds financial nsourcis, but to support a curmcj m case 
of cmergencs In doing so the Bank cannot In Ip competing 
to some extent with banking interests but it is not justifiable 
to go further than is uectssarv to maintain international mone 
tnrj stability 

(1) Tho Rank is not allowed to establish any relations 
with Governments other than those originating from it* rOlo 
in connection with repirations It cmnot open current 
accounts for Governments, though it can open time deposit 
accounts It is not allowed to grant loans to Governments, 
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bat it can discount Treasury Bills and other short terra ohliga 
tiors of Governments It can also grant loans to central 
banks on the acuity of short term Treasury IbBs The 
central banks can ve*o any transactions with the Govern 
meat of their eonntrv, and thus the Bank can be prerented 
from taking an interest in the financing of Governments 

ft) The original Toung Peport imposed a restriction on 
the acquisition of the control of ane business interests in any 
eonntrv The statutes amplified this restriction by a elan*e 
which prohibits the acquisition of real property other than 
that required for the Bank » own purposes 

( T t\ The right of central banks to veto anr transaction in 
tlior eonntrv or m their currencv which was granted under the 
\onng Peport ho* be*n modified by the statntes If the veto 
had been left unrestricted, any central bank could object to the 
withdrawal of funds invested bv the Bank in its conntry, which 
would immobilize tl e resources of the Bank The veto is 
useful when the central bank of a conntry is anxious to mam 
tain tight mnnev conditions Of course, it would be seldom 
that a central bank would object to the inflow of funds It 
mar also be u*ed with advantage to prevent the Bank from 
investing its funds in certain types of securities 

The Bank can enter into arrangements with central banks 
which authorise the former to carry out certain types of busi 
ness without the latter s specific permission. 

(fi) The statutes tinliLc the Young Pcport do not provide 
for a minimum percentage of reserve ratio on sight liabilities 
and time deposits The Bank not being a bank of issue does 
not require to keep a minimum reserve ratio “ From a prae 
tical point of view, as the minimum reserve may include, apart 
from gold, any short term claims in approved currencies, there 
was no object in fixing a nuiimnm percentage, os the Bank has 
to keep almost all it* a»»ets in such form that its ' reserve ' 
is not much short of 100 per cent m any case It would make 
a considerable difference if part of the reserve had to be kept 
in gold But snch a measure would be highly undesirable 
both from the point of view of general interests — as it would, 
accentuate the scramble for gold— and from the point of view 
of the Banks earning capacity The decision of the 

Orgamzmg Committee to waive the minimum reserve require 
meats was, therefore fully justified ’ 

The statutes emphasise the necessity of maintaining the 
Bank s bquidity and the as*ets which may be considered liquid 
are enumerated It is also laid down that, in determining 
the proportion of the Bank s assets which may be invested in 
any j articular currency the Board should pay due regard to 
the distribution of the liabilities of the Bank. 
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The international character of the Bank 13 emphasized 
There lias been a desire to include the greatest possible number 
of central banks as shareholders and the Board has been cm 
powered to include additional central banks with full acting 
rights on the occasion of future capital increase* The statutes 
curtailed to a great extent the powers of the Board of Direc 
tors, on which reparation powers ha\e a stronger representa 
tion than at the shareholders meeting b> deprnmg them of 
their authority to alter statutes According to the "Young 
rian, vacancies on the Board wm to 1 m filled by the nominees 
of the representatives of the sea in founder hanks only, but 
according to the statutes the decision rests with the whole 
Board 

The Bank s statutes were passed at the Hague Conference 
of January 1030 

Credit I esotmers 

The actual and potential credit resources of the Bank 
may he enumerated as follows — 

(1) Its paid up capital amounting tn 12o 000 000 Swiss 
Brunts (under £ 5 000 000) 

(2) Its callable capital The authorised total of 
500,000,000 Swiss Cranes is subscribed by central banks and 
guaranteed bj the seycn foun lor banks The uncalled capital 
is thus an asset of absolute certainty 

(3) Beparations annuities held until their distnbntion 
to the creditors 

(4) The German Government s non interest bearing 
deposits amounting to about 100 000 000 Keichsmarks 

(5) Other Government deposits under the "Young Plan 

(6) The non interest bearing deposit of 125 000 000 
Peichsmarks which belongs to the creditor Governments 

(7) Central banks deposits and/or current account 
"balances 

The Bank possesses immense possibilities to expand credit 
over and above these resources According to the statutes 
it is debarred from granting acceptance credit, yet in the long 
run the Bank may bo able to increase its resources to an 
extent that is entirely without precedent in the historv of com 
mercial banking It can do so m the pursuance of its normal 
functions of making advances to and receiving deposit* from 
its customers, the central banks 

A commercial bank can increase the amount of the advances 
it grants to its customers A part of tlie amount granted by 
it is left on deposit with the bank A part of the rest which 
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gOP3 into circulation returns to the hank a greater I>» rt °* 
which can be relent over and over again, and the process 
n suits m a marked increase of the total amount of deposits 
held by the bank The Bank for International Settlements 
can also grant loins to central banks on specified s curme* 
and the unused balance of the loans will increase its total ro 
sources As in the ca«< of commercial banks the same amount- 
can be re lent many times which must increase the total 
resources of the Bank 

The Bank for International Settlements has fto 
advantage over other commercial banks in this respect The 
explosion of the resources of the latter is limited by the nece* 
sity < f m mlaimng a certain ratio of cash to dejjosits The 
amount of cash, including gold, notes and balance* with the 
tentral bank is determined by the credit position and go* 
resources of the central institution Commercial banks thus 
cannot increase their resourc s beyond a certain amount Such 
a limitation does not apply in tbo caso of the Bank for Inter 
national S>ttlement« Its cash n sources include it3 balances 
with central banks which constitute a very large proportion 
of its a««ct« Its liquid assets also include all its holdings ot 
short term bills according to the statutes Thus the increase 
of its deposits brought about by the granting of fresh advances 
also increases its I quid a«sets almost to the same extent, which, 
in turn would enable the Bank to grant fresh advances bv a 
multiple of the increase The process has all the charac 
terwtics of an avalanche unless checked in time by inherently 
sound management and conservative principles It may 
be said that tl e Bank would only grant advances on good seen 
ntv, but a central bank can easily provide security which can 
satisfy the Bank Any commercial bilte endorsed by a central 
bank will pass on as good security Central banks can also 
oiler a part of their gold or foreign exchange reserves as seen 
nty for advances from the Bank It mav be anomalous tnat 
the same gold or foreign exchange reserves serve as security 
lor notes also, but according to their statutes many central banka 
can make double use of tl oir resources In theory, these 
central banks would bo able to increase their note circulation 
almost indefinitely by obtaining an a Ivance from the Bank, 
depositing with it the securities acquired with the aid of the 
foreign currency thus obtained raising on the security another 
advance and repeating this process ad infinitum 

It mav be pointed out that tfai3 question of the inflationary 
possibilities is of an academic interest only because the set 
back m the development ot tl e Bank caused by the crisis ha* 
eliminated such possibilities for a long tune to come The 
cnsi3 has very much reduced the credit resources of the Bank 
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The goodwill of most participating central hanks has also snf 
fered and it is very likely that the management of the Bank 
“will be very cautious in its loans policy in tnture 
The Bank and World Prices 

In course of time after the crisis is over, the Bank would 
he able to exercise a powerful influence in the movements of 
world prices This does not, however, mean that the Bank 
for International Settlements mav become the sole institution 
Ml course of time, having the power of influencing international 
price level Apart from the natural and artificial causes of 
price movements tlic conflicting mflmnces of central backs 
will also continue to exist but the Bank for International 
Settlements may have a moderating influence upon them Tor 
a long time after the crisis it will be too fully occupied with 
the problems of its own consolidation to embark upon ambi 
tious experiments , but sooner or later, it mav be in a position 
to assume the rdle of the principal authority regulating the 
international price level 

When price disturbances are caused b\ monetarv causes, 
tlio intervention on the part of the Bank for International 
Settlements would be desirable The aim of the Bank should 
be to enable the international banking system to maintain 
an adequate volume of credit in spite of the inadequicy of 
the volume of gold 

This object can be achieved in several ways — 

“ (1) The Tank can avoid deflation bv arranging a svste 
matic distribution of gold between central banks, thereby pre 
venting excessive demand by some of them 

(2) Should it fail to achieve tins end, it can prevent the 
contraction of credit caused by a scramble for gold bv means 
of bringing about an extension of international credit resources 

(3) By its mere existence it can make the same amount 
of gold serve as a basis for a larger volume of credit ' 

The principal aim of the co operation between central 
banks has been to moderate tho appetite of some of them for 
gold and to prevent a fall in prices due to excessive demand 
for gold This object can be better achieved through the 
medium of the Bank for International Settlements than through 
informal co operation 

The Bank can enable central banks to make a fuller use 
of their gold resources than has been the case so far Central 
banks have hitherto tried to accumulate a safety margin over 
and above the lcgil minimum ratio to satisfy a fluctuating 
demand If the Bank for International Settlements is in a 
position to support the central banks, the latter would be able 
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to with the miintonanci of the safety margin The 

legd minim <ipi ratio iouId also be lowered, boon?? in ca - 
of i n i rgi ncv «! o central ! anks would 1* able to fall back upon 
tl i Hank for !nt> rnational Submenu 

It *1 ouhl how* ter, l*e emphasized that, even after th* 
r* * {oration of formal condition*, the Hink will never 1** 
to icquire a prniominiot jnflutnre over world price movement* 
witlnut w I ole hearted ro operation between thi leadm„ 
eintril l auks 

Ivrn r*T hue 

There m no provision in the Statutes or the loons Tepm* 
fir tlu jmnmr in which the Hank for International oeU*e 
mints is to fix it* rates of intcr<-*t This Is, of course, a matter 
for the Board of Director* to decub, who should fix the re-dn 
count nfc and the rate of advances to meet the particula 
circumstances of each indisi lual ease, taking Into consideration 
tl c rate at which the Bank Itself can borrow in the same cor 
renev Tlic imnag* nunt has tlirefore, to follow closelv tne 
development m cverv mom v market and to investigate tee 
position of s very eintrai hank Commercial bank* also hare 
no uniform rates for tin ir customers and their term* vary ac 
cording to the financial standing of their customers, the nature 
of the security, etc The Hank for International Settlements 
also in the past hail to re«ort to a similar practice 

The idea of a world hank rate m the sense of a troifonn 
rate to be apt licit indisi rimmatclr is impracticable The 
conditions of security and the rails of interest prevailing m 
the countries concerned has < got to be taken into consider* 
tion in fixing the Hank Bate bv the Bank for International 
Settlement* 

It may be suggested that the re discount rate may be 
fixed bv the Bank, on the basis of the official bank rate of the 
prospective borrower The question thin is whether the re 
di'count rate should be equal to higher or lower than, the 
bank rates of the countries concerned This principle is highly 
questionable, because central lank* requiring the assistance 
of the Pant would be tempted to kei p their bank rates at a low 
level which would result in the efflux of foreign capital- The 
Bank for International {settlements would then become the 
cheapest lender The evil consequences of this policy would 
be accentuated if the re discount rate were to be fixed at » 
lower rate than the Lank rate of the borrowing countries 

Another aspect of the problem is the general movement 
of the«c rates over a pened of time The Bank is naturally 
under the wfiuerce of international trend, and an all round 
change of bank rates j3 bound to affect the lending rates of 



JMYJf FOR 1\TER\ iTIOSAL <!ETTLE3tE\TS JJVT 

the Bank accordingly The position of the Bank Itself is also- 
a factor of great importance \ slack demand for loans would 
justify n low* rins of re discount rates , while if then) is n strong 
demand and the Bank is already over lent one of the means 
of discouraging further borrowing would be to raise the rati a 
Tins is the main nation whv the re discount rate of tho Bank 
cannot l«*ar any fixed ratio to the bank rates of the borrowing - 
central banks 

It mas bo pointed out that tho bunk rate policy of the 
Bonk would not alwnvs be a passu e fartor It sliouhl not be- 
silpjwsed that its r« discount rate policy will consist in the- 
ndjustnunl o* Its rates to changid emumstanees Tho Bank 
mas plm an netne part in influencing tindineies in the inter- 
national niones market with control of th international price- 
Jesel as one of its most important objects The (bailors m its 
discount rates inay Ik* the oiuse of corrcsj ondlng champ. s in 
general Mndencus and nnd not nlnays lie their « ITect 
Intfpn ixioa u (lot n ( Li ai imj 
An important object of the est »1 Iishment of tin Bank was- 
to bring al>out an inti motional gold eh irmg svstem to reduce- 
the unntcissan goll shipments It was lx head that tho 
pnlmdnnn condition of such n system wnul 1 i>e tlie establish 
ment of an inti rnntionn! central gold n s rve The I’resi !i nt of 
tie Bank for International Stth rnents r» marked inthisconnic 
tion that Our statutes provi lo not only for op< rations in foreign 
exchange but als > for tiie citation of an a Ijustment fund for 
movements in gold Astulyof thepo«sil ihtyis under way nnd 
the Bank for International Settlement* lias alri adv reet ived gold 
deposits from ci rtam cintral b inks and is in n position to trnnsfir 
them from tho account of one banl to another If and as more 
central banks adopt this svstem we should asotd ft recurnnee 
of incilonts like those witnessed in recent years wlon golf 
crossed tin Atlantic from I ondon to New Tork nt the same* 
time that goll was transported from New \ork to Pans * 
The establishment of an international central gold reserve 
has not so far been possd le became confidence in international 
relations has not lieen sufficiently established Most central 
banks are anxious to repatriate tho major part of tl etr gold 
holdings abroad at tho earliest opportunity They would not 
contribute any large amounts of goll towards an international 
reserve, oven if it were to bo held in a neutral country 

The statutes authorise tho Bank to accept from central 
banks gold in deposit, and to deposit gold with central banks 

* Soo Bern irks i f tl e President of the Ilank for International 
fwttl menta l> foro tie American Club of I ans— February 12 ii)3t» 
I ngliah \ ere Ion 
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Thna the contribution of a central bank to the international 
gold clearing fund need not be rimosed to the headquarters 
of the Hank for International ^Moments , but may be _ kepi 
in deposit with the rcntral lank itself Tor instance, it tba 
Hank of Fngland his to trainfir gold to the Hank of France, 
the Hank for international Sttlenunts reduce* the amount 
ear marked on account of the former and increases the amoun 
tar marked on account of the latter Fverv six months or 
annualh a b dance of claim* and count* r claims would be stra* 
and if necessary the differs nee wonld be shipped 

Tie objicts for which the system is to bo used arc the 

(1) To obtain the monopoly of gold shipments lor the 
Rank and the participating central banks 

(2) To reduce the jbrsical movements of gold to » 
minimum across the frontiers 

(1) To os old superfluous shipments in connection with 
special transactions 

Poimcit \«<rr.CTs 

It is verv necessary that the Rank for Intcrnationil Settle 
menu si otdd pursuo a neutral policy in respect of pohtical 
matters \\ hen dealing with its political aspects, its func- 
tions may be divided into reparations payments and its inter 
national banking activities I egirding the former, the 
rights and duties of the Rank arc strictly defined by the statutes 
and the loung Tim As depository of reparations funds an 
the Rank had to do was to collect the amounts transferred 
bv the German Government and distribute them among the 
creditor Governments after having retained the amounts due 
for the service of the Fxtcrnal I«oan of 1921 and the remuncra 
tlon of its services There was, however, a wider scope for 
political influences in the ease of the mobilization of the annu 
ities 

Regarding its international hanking activities it l* pointed 
out that the Rank for International ^ ttlomenta has become 
one of the battlefields in the financial warfare which has been 
conducted by France for political ends * 51 Quesnay a pro 
posal at the Baden Radon meeting of the Organizing Committee 
tor the creation of a new monetarv unit, the grammor to serve 
as unit of account of the Rank for International Settlements , 
the ease of the 5 ugoslav stabilization scheme, when the stabi 
lization loan was concluded with the French banking group, 
etc , are given as characteristic examples of the way in which 
the Bank was used for the support of l rench. interests During 
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the last financial crisis French influence ha3 considerably in- 
creased and in spite of the minority on the Board, French in 
tercsts hare practically obtained control In January, 1932, 
the Board of Directors decided that it would agree to the 
renewal of its participation in the credit of «! 100 000,000 grant 
ed to the Peichsbank in July 1931 onlv on condition tl at the 
three participating central hauls would agree to a renewal 
It was an open secret that French interests wanted to male 
use of this credit to bring political pressure to bear upon 
Germanj * 

There is tho possibility that in course of tune the Directors 
of the Bank would detach themselves from the nation which 
delegated them an l might regard tl cnisohn as true citizens 
of the world whoso judgment woull be independent of the 
political mows of tleir own nations The Bank would then 
become tho arbitrator letwicn nations m economic financial 
and i olitical matters But tl is is merelj an idle dream be 
cause what the I eague of Nations could not ael icve the Bank 
cannot hope to acinose Fven if it were bo the Bank should 
not interfere with politics Of course if political conditions 
in a country are so disturbed that it is unsafe to fend money 
to it then— and onl} then — the Bank would be justified in using 
discrimination against that country 

Neither the koung Flan nor the statutes made any pro 
vision as to Low the Bank shoul 1 deal w ith tho situation in 
case of war It is howoser necessary that the Bank should 
not grant credit to tho central l auk of a belligerent country 
No credits should be granted unless secured by gold or some 
equivalent security It si ould pay out any deposits it holds 
on behalf of eitl er party should they want to withdraw them 
and may also accept fresh deposits This would bo in accord 
once with prudent banking 

LIMITATIONS OF THE BiNk 

(1) Inadequate Co operat o i — Thoso who expected that 
the Bank would create a new era of prosperity were disillusion 
ed because of inadequate co operation It has not been pos 
Bible for the Bank to secure eo operation of conflicting inter 
national interests for the common good No doubt the Bank, 
provides an ideal channel for co operation bnt its mere exis 
tencc in itself does not secure co operation any more than the 
existence of the League secures co operation in polities In 
adequate co oj eration has been one of the mam reasons why the 
Bad has so iac been suable to satislr erea modest 
expectations 


6 See Jb d page 124 
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I?) The hopes attached to the advantages of personal 
intercourse established between central banka through the 
Bank for International Settlements have not materialised 
Cordial relations have not been established at the Board meet 
lugs -Vs a resnlt of the compulsory attendance at monthly 
meetings the members 1 ad to discuss controversial questions 
whicl further widened the breach between them 

(3) The hopes that the Bank would be able to assist 
Germany in carrying out the koung Plan have not been rem 
ired The koung annuities were absolutely bevond Germany s 
capaeitv and even if the crisis had occurred a decade later 
the Bank world not have been able to save the koung 1 mu 
even if it had possessed far greater resources because the 
Han was based on an entire disregarl of reabties 

(1) The Bank has not been able to prevent the stispen 
sion of the gold standard in a large number of countries and 
thus the stabilization programme winch uas one of its mam 
■objects has not been reahzed But it would bo unfair to Marne 
the Bank for this factor because the Bank a total resources 
were never very large 

(5) Tbe expectation that the Bank would be able to pre 
vent the roaldistnbut on of gold has not been realize! 
Genuine co-operation only would have secured a more equal 
distribution of gold but it has not been forthcoming 

(6) The Bank has not been able to arrest the fall of world 
prices but it would be unreasonable to blame the Bank for 
not having been able to acl mve th s object In its early stage 
of development it would not bare been able even to attempt 
to mPnenec world prices Whole hearted co-operation of 
central banks as to the j ol cy to be j ursued is necessary beforo 
this object can bo achieved The banks possessing surplus 
gold roust be able to place it at the disposal of the Bank before 
it can mflnence world j rices But the fact that the Bank lias 
not been able to do so should not be regarded a proof of its mahi 
lily to do so Its lim tation in this respect can be overcome 
by good will and genuine co-operation 

(7) Tie attempts of the Bank at the establishment of 
international gold clearing an 1 international exchange clear 
rog have remained within modest limits These schemes could 
not have been expectel to develop into organizations of first 
rate importance even if their development had not been check 
od by the crisis The complete elimination of the phys cal 
displacement of gold is neither possible nor even desirable 

(S) T%e Quest on of Personnel — Vn important question is 
whether the Bank can overcome its limitations regarding an 
adequate personnel capable of managing the financial destinies 
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of the world Appointments may be made for political 
rather than for banking considerations The foreign exchange 
department of the Bank often received instructions to carry out 
operations of considerable magnitude on short notice Sach 
operations must be spread over a number of daj s at least, so as 
to avoid disturbing the market and to secure favourable ex 
change rates Little heed, however, was paid to such pouit3 
of technical detail m the past 

The Bank iy Ofejutioy 

The Inaugural Board meeting of the Bank was held in 
3Iaj 1930 The Board consisted of the representatives of the 
sc\en founder countries, each of whom appiiuted two mem* 
bers, while Iranco and Germany were represented by three 
members each II Quesnay was appointed as tho General 
Manager of tho Bank, though lus appointment met strong 
opposition from the German side The office of the Deputy 
General Manager went to Germany 

The subscription of the initial capital was completed during 
"Way and each of the Eeven founder countries wa3 allot toil 12,500 
charts of 500 Swiss Francs nominal There was no uniform 
pobcj as to the way in which the banking groups or the central 
banks should handle their shares Vccording to tho statutes 
they could part with sharia without parting with \otmg rights 
It was onlv in Trance that the shares were offered for public 
subscription Turtber shares were allotted to central banks 
'which had established relations with the Bank for Inter 
national fxttlcments On March 31, 1931, 23 shareholding msti 
tutions of different nationalities wire the shareholders of the 
Bank and tho total number of shares was 112,000 with a total 
of 105,100 sharia outstanding in addition to which C 000 shares 
were authorized for delivery to the central hanks of Tugoslavia 
and Portugal when their currencies wero stabilized ■ 

Tho first task of the Bank was to make arrangements for 
the issue of the \oung Loan, representing the commerciahza 
tion and mobilization of part of the unconditional annuities 
under the \oung Flan Generollv Bpeaking, tlus loan could 
not be ngnrdid as successful Conditions m the international 
loan market were not favourable to the transaction, and in 
many countries the investing public remained aloof owing to 
tho political nature of tho loan The Bank was not, of course, 
financially responsible for this transaction 

The organization of the administrative apparatus of tho 
Bank was not easj, because nobody knew what tho require 
ments of its functions could possibly be Its internal orgamza 
turn bail, then fore, to be changed on several occasions. Its 

* F irit A rtrtttat Fepfit of 1W Hank, Hoi* Mlj - 10 1031, pas* 1 
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mam departments were the reparations section dealing with 
th« functions arising out of tb< \ oung Plan, the banking sec 
tion dealing with foreign exchange, deposits, investments etc j 
and the central banking section in charge of the flank a rela 
tions with central banks 

There was a steady increase In the number of central banks 
participating m its activities Only countries on a gold basis 
and those interested in reparations were eligible according to 
the statutes to pnrcha«e the Hank a share capital By the 
middle of 1*131 almost- all Turopean central banks on a gold 
basis had established an acconnt with the Bank 

3fany ambitious schemes were put up before the Board, 
bnt they could not be earned through This does not mean 
that the Bank did not make its presence felt in international 
banking It bas laid the foundations of developments which 
m normal conditions mar become of great importance The 
Bank has become the trustee of the Toung Loan, it has been 
put m charge of the services of the \ustrian loan of 1931 and 
arrangements were being made to make it the trustee of various 
international mortgage loans and other issues 


The Bank introduced clearing arrangements between 
various Treasuries Before these arrangements, Germany paid 
over the reparations through the Reparations Commission to 
the creditor Governments which in turn made arrangements 
for getting dollar or Bterhng to pav tbeir war debt annuities 
The Bank for International Settlements is now able to offset 
certsun transactions being in charge of transferring both, re 
parations and war debt* 


The Bank is not allowed to grant medium term credits or 
.agricultural credits to any great extent but it does provide 
its support in such cases by minor participations in 

the share and bond issues of international mortgage institu 


^ T aa to asa, *t central banks m stabilizing their careen 
t us nQmber ot European central banks m 

the W^L t>ef0 /'L t , he cmis 11 tooX active participation in 
■ot the Snam^ scheme though the stabilization 

kjSSS «"* «" 

of 31 ° t,ier central banks, it granted a credit 
Sp atS to thTJ? T ?‘ e ' (I l abank ln 1931, m which it parti 
lmmobDiztd a» * tent S 2o 000 000 Its resources became 
dechned <,f T , the,e transactions and they also 

the Bank of tbe . Ir ° 0T er Moratorium which deprived 

creditors pending their distribution to 

creditors Since Jnly 1931, the Bank has not been in a 
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position to give powerful help to anybody Disagreement be 
tween the principal Governments has made it impossible for the 
Bank to extend help to end the crisis In the autumn of 1931, 
attempts were made to make arrangements for removing the 
difficulties arising from exchange restrictions, but to no effect 

The suspension of tho gold standard did not mean any 
direct losses to the Bank, because its sterling balances were 
moderate and were covered by sterling liabilities, while its 
assets in other depreciated currencies were neghgiblo It made 
attempts to induce the central governments to guarantee the 
gold value of the deposits of the Bank for International Settle- 
ments which tho fonner refused to do As a result tho Bank 
itself could not guarantee tho gold valuo of tho deposits of 
central banks 

Its I utuke 

So far the Bank has been a disappointment and at 
present its position and prospects are not bright Its 
resources have been reduced and immobilized, and it is reduced 
to impotence in face of tho crisis as a result of disagreement 
between the Governments of the countries participating in 
the Bauk In spito of its limitations and shortcomings, the 
Bank has rendered useful services in the past and is capable 
of rendering further services in the future It cannot bo 
expected to settle matters on which Gov emments themselves 
disagree IV lien tho politicians come to terms as to co opera- 
tion, tho Bank will bo of great practical use 

The authors of the scheme wanted to make it a permanent 
international financial organization Though at present the 
world crisis overshadows everything, its significance in the 
Banks historv may bo reduced to that of an episode if the 
Bank continues to exist The objects of the Bank are — 

(1) to assist in promoting and simplifying the international 
flow of capital and the development of new facilities for inter 
national financial operations , 

(2) to assist m the simplification of international settle 
ment of accounts between one countrv and another and between 
one currency and another, e g , the service of international loans 
floated in several markets of the world, and the payments from 
one national economy to another of the net balances arising out 
of commercial and financial transactions , 

(3) to introduce economy of gold use and the creation of 
an adjustment fund for movements in gold , 

(4) to promote stabilization programmes , 

(5) to act as trustee for Government loans , 
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(G) to more capital from markets of low interest rates 
to markets of high interest rates in order to help the treed 
towards a levelling ont of rates and to assist commerce ana 
agnenltnre in places where the interest rate 13 high , 

(7) to organize credit mechanism in centres where neces 
sary instruments of credit are lacking , nnd 

(81 to provide opportunity for central banks to discuss 
together their common problems 

The BIS is an institntion whose direction from the 
start shall be co-operative and international in character 
whore members shall engage themselves to banish the atmos 
phere of the war, to obliterate its ammo«ities its partisanship, 
its teudencioos phrases , and to work together for a common 
end in a spirit of mntnal interest and good win 

In view of these objects and the services rendered by the 
Bank in the past, it mar be eaid that if it is given a fair chant* 
gradnallv to develop its resources and perfect its organization 
it is Jikelr to create for itself an extremelv nsefnl and valuable 
sphere of activity In coarse of time, it mav become an mm* 
penzabfe part of the international financial svstem jnst a-i 
Bank of England has become an indispensable part of t™ 
British financial system The Bank should not, therefore be 
sacrificed to a short sighted policy whose aim may be to obtain 
ejhemeral political advantages It is the dntv of those at the 
helm of aiTazrs of the Bank to see that no one country, however 
strongly it may be n presented financially on the Board of 
Management of the Bank, should be able to nse the Bank for 
its own political ends 
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Trade Depression 

Trade depression has overshadowed every human acti 
vity and as it has processed ami deepme !, it has taken with 
m its fold a larger number of industries There is no branch 
of economic or social activity of mankind that has not been 
affected by it Decline of prices, increase in unemployment, 
fall m wages iccumnJ'ition of stocks with pro Incers and busi 
nessmen failure or banks and businesses and fall in the volamo 
of inland and forenm trade art its mam symptoms 

It is very diflicult to fix tho date of an economic crisis 
because it is the result of tho slowly moving forces and gra 
dually working tendencies The decline of price level cannot 
in itself bo called a crisis unless the rate of decline reaches a. 
certain, point of acuteness when eventually it may bo accen 
tu-itcd into a crisis Tho crisis can be judged by an increase 
in unemployment but it caonot bo easily said at what point 
has the depression developed into a crisis It is, however, 
fairly certain at present that the depression has assumed tho 
form of no acute type of crisis Tho Wall Street Stomp of 
October 1929 may be called as tho starting point of the pre 
sent crisis because though the lull m prices and in the trade 
of tho world had begun earlier the Wall Street Crash was an 
event of so gTeat an importance as to be regarded a landmark 
in tho economic history of the post war period It was about 
a year after the V all Street collapse that people could realize 
that they were in tho midst of an acute type of depression 
Agriculture wa3 the first industry to be hit hardest by it 
The technical improvements of the post war period reduced the 
cost of production and the crisis was precipitated by over pro 
duction It came like a bolt from tho blue on the agricultural 
industry The demand for industrial products fell consider 
ably as agriculturists could not purchase machinery and other 
products It very soon spread into the domain of industrial 
production also This meant a decline w the demand for 
the products of the various extractive industries which further 
reacted upon the latter The fall of the purchasing power 
of the agricultural population further accentuated industrial 
depression and the vicious circle was thereby completed 

la 1931 there were a series of cataclysms in the sphere 
of finance which showed that it was much deeper than the 
crises of 1°07 and 1921 Tho gold standard which had been 
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re-established with great difficulty in the decade following 
the. armistice broke down completely under its strain Credit 
collapsed, confidence diminished farther and foreign lending 
ceased for all practical pnrposes Businesses became hazard 
ons because of curreocy fluctuations which added to the 
intensity and acnteness of price fluctuations Restrictions on 
trade and foreign exchanges were multiplied by the govern- 
ments to safeguard the balance of their payments upon which 
the stability of their currencies depended Protection was 
adopted as the general policy which meant that people were 
dutonraged from purchasing foreign goods This led to a fall 
in foreign trade which increased nnemployment Financial, 
economic and social eecuntv fell which produced psychological 
disturbances and the resultant doubts and fears bred political 
unrest 1 

Indices of hie Cei*is 


The index of wholesale prices shows the extent of the 
crisis. According to the Peport of the Director of the Inter 
national Labour Conference for 1*>33, " t be levels (of pr ices) 
1 The P-wndent of the orid tconomic fVnference Mr ffarnsay 
MacDonald Prime Minister of the t, nited Kingdom, in his 
to the Conference, said. — 

'The economic Ue of the world has for years been 6ufiennc from 
a decline which has closed factories limited employment, reduced 
standards of linns; broazt t some States to the verge of bankruptcy, 
and inflicted upon others recurring tndpets that cannot be balanced 
The machinery of international commeice, upon which the vigour 
of the human life o' tbe wot Id and the pre-penty of nations depend, 
has been it radii) slowed op The markets are there, the labour to 
supply them is trere but 11 e labour is not emjlovcd and t* e roarketa 
are not filled When we li*d a Ie*n tficient equipment for the making 
*J wealth, oar national incomes were greater til the machinery 
of proeperitv 1 * there Bat it i* Mowing down it is not working 
‘ The briefest n-f rence to fie astounding facts will show tie 
magnitude of the problem* before us and af tl e same tune direct 
our thoughts to the joints of attack ‘•ince 1029 jnces have faflen 
and hare kept well l-elrw levels at wl eh j reduction can be renmnera 
tlTe They have fad»n irregularly moreover and have distorted 
the normal relation*! Jps upon which economic scticili is pirated 
The rail in p-icr* ban added oppie«*irely to the burden of world 
Indebtedness In isrr*, compared with 1&29 tie production of raw 
mat-mis has fallen 3ft per cent and tl e exchange between town 
and country baa I wen tragically limited National income has fallen 
•enouHv everywhere — in some countries by <0 and 10 per cent The 
general crisis. accent ua‘ed br restrict ion-, f y t*nrs quota, evehange 
control has reduced international trad- between IK.& and 1912 to 
! n T°/ cn 3* exchanging at about half the price 
The void atandard ha* had to be deserted morn generally titan has 
iD of t* - *" ■«** 11 wa* ctwted into the inter- 

national measure of excharge \n i inevitably, irrespective of Oval 
^ nnvHl. nnemployment fas mounted 

up nntil the wc^d figure lamed ly the international Labour OTlce 
has rescind 30 000 nOO” (Nee the AftmUlf Summery of Itr leap/* 
of A tritons for June, 1P33, pp 137 and 13/) 
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reached in many cases were without precedent in modern tunes, 
particularly in that of wheat, which m December last was- 
cheaper than at any tune since the sixteenth century * 

Another index of the crisis is the volume and value of 
the international trade The decline lias naturally been 
sharper in value thin in volume because of continually falling: 
prices According to the Draft Annotated Agenda submitted 
to the World Economic Conference by the Commission of 
Experts, the international flow of goods hindered by currency 
disorders and restricted by a multiplicity of new governmental 
interventions, has been reduced to incredibly low levels The 
total value of world trade in the third quarter of 1933 
was only about one third of the correspon hug period of 1929, 
Moreover, the quantum of goods in foreign trade appears to 
have fallen by at least 2o per cent by far the largest fall on 
record 

The index of production confirms the dark, picture pre 
Bented bj prices and international trade Hie output of con 
Burners goods increased somewhat without any correspond 
mg movement of consumption with Che n stilt that it now 
seems to have exhausted itself Manufi during production 

cannot improve so long as there is no improvement m the pur 
chasing power of the ma«s«s dependent on industry and agri 
culture In other words without an increase m the prices 
of foodstuffs and raw materials, the farmer and miner cannot 
purcliasc their normal shire of industrial products and with 
out demand for producers goods industrial population cannot 
purchase their normal share of agricultural and manufactured, 
products 

Recovery is impossible without an increase in commodity 
prices and tins cannot be achieved until money and credit 
begin to circulate more fretly In tho sphere of finance, hud 
getary difficulties, the immensely increased burden of private 
and public debt, the cessation of international lending and the 
rapid fall of national and individual incomes can be discerned. 
The recent collapse of the Vmencan banking system has thrown 
back for a time at least the faint efforts towards recovery 

Under the circumstances there is little evidence of any 
general tendency towards fresh investment Duong the las t 
few years deposits continued to accumulate and m spite of 
a fall in the rates of interest in many countries, there was little 
demand for money and banks were reluctant to furnish credit 
to new enterprises The investors are lacking m the necessary 
confidence to invest their savings in new ventures further. 


* Ltv»£ue of J*atl>ns If orW Economic Surrey ] H31 f P32„ 
Vp 223 221 lic&eva 1032 
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there 13 the widespread apprehension of the political situation 
in Europe South America and the Far East which has further 
aggravated the acuteness and intensity of the crisis by adding 
to the forces of want of confidence caused by the financial and 
economic confnsion The cessation of international lending 
is due to political apprehensions to a very large extent In 
the words of the Director of the International Labour Con 
ference for 1033 \s long as armed conflicts continue and the 
danger of a new pace in armaments with the prospect of future 
conflagrations persists is anv general revival of the world 8 
prosperity to be anticipated t Although these political up- 
heavals are in a large measure the outcome of the economic 
disorders from w! ich humamtv is suffering they have now 
become a major obstacle m the wav of any effective action 
towards general recovery 

T1 e Preparatory Commission for the Economic Conference 
pointed out that economic salvation cannot be achieved except 
by whole-hearted and extensive international co operation 
The latter is unthinkable as long as national rivalries are being 
fostered The words of tbo Commission may be usefnllv quot 
edhere — 

What is needed is a comprehensive programme of world 
reconstruction nDd this should be earned through as rapidly 
as possible so as to strengthen tl e forces which are now work 
mg towards recoverv We have here presented such a pro 
gramme If the Governments arc prepared to undertake 
it and also to settle political questions which he outside the 
Conference we believe that confidence and prosperity can he 
restored 

Social Aspects of the Depeessiov 
The world is passing through a period of unprecedentedly 
acute unemployment with all its untold misery the waste of 
talent and energy, and the frustration of hope which it entails 
Under the modern capitalistic system the worker usually lacks 
sufficiency security and certainty a fact which has now been 
aggravated manifold Tl ere is an imperative demand for 
work on the part of the worker and all other cons dera 
tions pale into insignificance as compared with this demand 
because this is the foundation of the existence of the family 
and of the individualitv of the worker Housing facilities 
wage rates welfare schemes social insurance facd ties and 
other requisites of a reasonable standard of living occupy a 
secondary place as compared with that of regularity and cer 
tamtv of employment which should he regarded as the fore- 
most condition of tmo life At no tune in the economic 
history of the world has the sense of insecurity been so great 
as now and barring exceptional times and occasional and tem 
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porarv setbacks , it was generally assumed that work was avail- 
able for all except a small portion , but now it has contracted 
to an unprecedented extent Unemployment insurance wus 
started with the idea of protecting the regular worker from the 
normal vicissitudes of industrial life which might leave him tem- 
porarily without a job It could never be conceived as being’ 
needed to protect a quarter or a third of the industrial popula- 
tion against destitution Tor this reason it has nowhere 
sufficed to meet the present situation and it has had to bo 
supplemented by direct state aid on a large scale without 
winch a very large number of people would have been reduced 
to destitution and misery 

In all countries social charges have increased This is 
not the case only with thoso countries where there was pro- 
vision against unemployment, but also in those where there 
was none The state in all countries has either been subsi- 
dising local funds or rendering direct aid to the unemployed. 
Tins has been the case at a time of unbalanced budgets entail- 
ing more taxation The nglit to work which in the past has 
been claimed by the workers is now more generally recognized 
than ever btforc The author of the World Economic Surrey 
writes . “ The 1 right to live’, if not the nght to work ha3 
been much more firmly established The widespread ac- 
ceptance of the notion of standards of bring ' and the asso- 
ciated conception of a minimum standard ’ which society 
Bhould in some way guarantee to every normal individual, 
is one of the most remarkable social developments of recent 
years. . The contractual idea which it embodies is of pro 
found importance and marks a distinct departure from theo- 
ries of individual enterprise and free competition It estab- 
lishes, in economic organization, a new social right compar- 
able m many ways with property rights "* 

The immensity of the scale of national expenditure 
involved in the prevailing unemployment can be gauged by 


the following table — - 
Country Yew 

Great Britain 1921-23 
.. 1031-32 

Germany . 1029 
. 1031 

Tran-e 1031-32 


Fxpeniiture from 
Unemployment Fund 
•>1 Million £ 


Contribution of 
the State 
23 pr cent 
72 per cent 
Small portion. 
3S p«,r cent 
400 tmlhona 


Siberian da . 102* 3 2 „ Fionas 


„ .. 1031 21 0 „ „ 32 per cent 

Switzerland .. 1024 1 6 „ Francs 

„ 1031 37 0 „ , 34 per cent 

Vme-ica Sept 1032 50 „ Goiters 
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The«e high social thirpi on unemployment benefit* are 
one o' tic m< st prominent cl aracterirtic* ol the «n«i» TIu 
involves two important const Icrntion* 1 ir«tly, Here Si a 
difference l>etut-« n un< mploynient funis nml national txpendi 
tore on employment Lnemployn <nt insurance Is a kind of 
nation il savings an ! it a kind of reserve which can be drawn 
upon in turns cif scarcity an! depression Tins is a sound 
an 1 iconomir investment Wien this fund is exhausted and 
the unenclosed peop’e havt to b< supported bv the state out 
of cum nr taxation the t fleets are diff« nnt Taxes are fused 

at a time when jx-ojle are least at le to bear them Tliejr cjpa 
cits f rspindingnn 1 savin/ falls to a gnat extent anl theaccu 
mubtion of ciptal suffers and He demand also falls just at a 
tune wleti dijnssion thojll be resisted Tie tnonev givm 
ov« r to tl e unemployed in cash enal les them to consume with 
out increasing production (ash payments an a less economic 
fonn of expenditure than tl e svvailat ility of money to furnish 
work in some form or other Turtl er enforeed idleness is very 
demoralizing from a human point of niw prolonged un 
employment reduce* the skill < f the unemployed to a vanish 
ing point Tlits is becoming clean r with the development of 
the ensis and it » being increasingly mogtmed that subsidized 
work u Utter tliau idleness. 

I*ublic expenditure on unemployment even though un 
productive has an economic ju«tif cation and tl at is another 
aspect of the problem The root of the crisis lies in the lack 
of purchasing pow er and tl eexpsnditure on the unemployed is a 
kind of compensation for the Iom of purchasing powtr caused 
h>v unemployment It lielj s to sustain the consuming market 
and presents a fall m effictist dimand Of course, taxation 
imposed on the nch classes reduces their jurthasing power, 
but in the case of the higher incomes a smaller proportion is 
■spent on immediate consumption than m that of the wage 
earner As ITofessor Ihgou pomts out m his feonomtet oj 
TCtlfore, the loss of the transference of wealth from the rich 
to the poor is compensated by the gain to the poor by n greater 
amount than is suggested by the Law of Diminishing Ltility 


It must, however, be admitted that unemployment in 
•sn ranee and assistance are mere palliatives and something 
better is necessary to provide work to the workers Public 
"works have been started in a number of countries to provide 
•employment to tie unemployed Public enterprise is a 
method of stimulating production and industrial activity at a 
tune when confidence is lacking and private enterprise is at a 
yery low ebb In a number of countries this has contributed 
towards diminishing the actual or potential mass of unemploy 
Xnent In Italy, France, L.S.A , Japan, Chile and Sweden 
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huge sums have been spent on public works with a view to 
create work for the grow ins army of the unemployed * Public 
works do not provide direct employment onlr, but they give 
impetus to industry When money is accumulating in the 
bints or is being hoarded because it cannot be safely invested 
in pm ate enterj rise one of the most elTcctive methods of 
restoring it into circulation is bv loans for public enterprises 
This creat ea demand on the part of the workers employed in 
the public entt rprises and enables the state to mobilize a largo 
amount of dormant ca{ ital 

Another method by which thi state can provide work and 
stinmlati enterprise is by means of sul sulizcd employment 
It con offer financial induu meats to employers to widen their 
activity and thus employ mort, w orkers in place of giving bene 
fits in tlie form of cash T Ins has so f ir been dono in Germany 
on an experimental scale In 193_ a si nes of measures to tackle 
with unemployment were undertaken by the ^Utc firstly, 
a credit of 750 RM was midi availabk for various public 
works fkeondh tin 1 eiehsbank dtclarcd its willingness to 
aecei 4 ta\ certificates as s< eiintv for loans that it was prepared 
to giro to assist productive enterpm « The total ralue of 
thest certificates was estimated at 1 5 22 million RM and if an 
extensive use was made of them they wen expected to give 
an immediate stimulus to the uononne lift of tin country 
Thirdly, an imployrr taking on mort workers between October 
1, 19.32 and ‘September 30 1933 than he was employing iu the 
months of Juni, lulv an 1 Vugnst in 193° was entitled to a 
bonus of 400 PM for each extra worktr engaged on an aver 
age for one year Tins iolicj was expected to subsidize the 
employment of l,"o0 000 unemployed workers for one year 
Tonally employers were authorized to increase their stalls and 
to reduce individual wages according to a sb ting scale The 
maximum reduction was not to exceed 12$ per cent and this 
limit was to be n ached onlv when the number of the workers 
was increased by one fourth This scheme had to be cancelled 
owing to tbo opposition of the workers 

t olnntary labour service subsidize ! by tbo state is another 
method employed by the German Government to cope with 
the problem of unemplovmtnt bp to the end of February 
1932, the competent authorities had approved 1,127 schemes 
giving temporary occujation to about 33,000 unemployed 
workers 

In some countries efforts arc being made to provide work 
for the unemployed by putting them on the land by which 
they can grow their own food In Germany, Great Britain, 

4 Report of the Director of tie It temahonal Labour Conference, 
17th Session 1032 Pi 23 °1 
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TJ S A and Canada colonizing programmes have been under 
taken to provide allotments for tbe unemployed to enable them 
to settle on the land 


Cat. sis op Peptf^iov 

It is desirable to analyse the can3es of depression in order 
to suggest suitable remedies Maladjustment on the side of 
production and demand may be mentioned as an important 
cause of the depression Sir J C Coyajee in his excellent 
•work on The World Economic Dcpretnon writes Here the con 
dittons have been so rapid and to great have been the revola 
tions of production both on the agricultural and mannfac 
taring sides that bv them«elvf A they might have endanger 
ed the economic equilibrium *Those who are tempted to over 
emphasise the monetary factors profess scepticism regarding 
the undue growth of production in the case of a great number 
of commodities But one is on firmer ground when one regards 
the constant improvement of technique and increase of area 
cropped on the agricultural side and the steady growth of 
mass production and better methods on the manufacturing 
side We have been having, in faet a senes of industrial and 
agricultural revolutions all comprised in course of a single 
generation, and in the race between population and produc 
tion the latter has been winning decidedly, thanks to the con 
Irnuous progress of science, invention and methods of trans 
portation The Report of the Fconomic Committee of the 
league of Nations on the agricultural depression at present is 
a classical document and points out the effects of technical im 
yiroveroents, of new scientific methods and of bringing new 
areas of land under cultivation upon the production of 
agricultural commodities In certain directions this increase 
lias been tremendous The Report says that Irom certain 
stocks a really excessive harvest baa been obtained which has 
Tiecome a danger for the wine growing industry Further, 
There can be no doubt that the seriousness of the depression 
is principally due to the over production of cereals, which 
.are. most suitably grown in overseas countries where large fertile 
tracts of land can be extensively tilled by mechanical methods, 
nnd where it is difficult to rationalize production by subsUtut 
mg other crops for cereals (Reprt on the Agricultural 
■eruti of the Economic Committee of the League of Motions, 
.pp TO, S3 and 202 ) 


Geographical redistribution of industries which has taken 
place since the war has been emphasized by certain experts* 
a. tbe mam came ol the cmw Hu ha, ta -n a combotoir 

T.r JxlL t . 1 "• Th " .< ™ 

D " M ° r “* 
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■cause of over production Before 1914 also industry was no 
longer the monopoly of Western Furopean countries and 
America India, Japan and Latin America were developing 
their industries n ith the help of modern equipment and shilled 
labour and during the war this development was stimulated 
because the belligerent countries could not supply their cnsto 
mers overseas as their attention was turned to the produc 
tion of war matt nils Thus when the new enterprises were 
-established, it was natural to foster their growth m these eoun* 
tries to supply their own domestic requirements and to com- 
pete with the old industrialized countries T Russia has been 
industrialized to a great extent and her products are becom- 
ing a menace to the old countries in the world markets 
Though the countrv is not vet a great exporter of manu- 
factured goods yet it is undergoing a rapid industrial trans 
formation which in course of time will have considerable 
repercussions on the rest of the world The second Five Tear 
Plan which is being elaborated to cover the period from 1933 to 
1937 will enable the country to throw on the world market large 
quantities of raw materials and cheap manufactured goods * 


* The following 1 gures si ow the annual rate of in lustnal expan 
-sion m different parts of the World between 1913 and 1929 — 

Zone I — Inlistrial Europe (Austria Belgium Czecho- Per cent 
Slovakia Denmark Trance Germany, Great 
Britain 1 uxemburg Norway Netherlands 
Saar Swe len and Switzerland) +1 

Zone II — Agricultural Europe (Bulgaria Fstoma Fin 
land Greece Hungary, Italy, Latvia Poland, 

Portugal Itoumama Spain and ^ ugoslavia) 2 

'Zonelll — - IJighly Capitalized Extra European (United 

States and Japan) +3 5 

Zone IV — Moderately or Newly Capitalized Extra Euro 
pean ( Vrtcntmi Australia Brazil Canada, 

Chile India Mexico New Zealand Peru and 
South kfnea) +3 0 

Zone V • — U S S It (to 1931) +8 3 

It cannot be denied that this dissemination of industrial activity, 
which during tl e last century was for the most part centrali-ed in 
Western Furope is bound to provoke considerable disturbance of 
"the old economic balance and to require const lernble readjustments 
With the development of automatic and semi automatic machinery. 
It is certain that the range of industrial production will rapidly spread 
■even in countries with no urevious industrial experience Thera 
are few countries which could not now mam factum tlicir own 
requirements in textile* cement soap anil many ether articles of 
common consump*ion W ith th“ growth of economic nationalism 
it is becoming a matter of i nde in mo«t countries to province home 
made goods whether they can bo pro hieed on a strictly economic 
footing or not Moreover a further impulse has been given to the 
tendenev by the depression which has forced so many Governments 
drastically to curtail Imports from abroad in order to preserve their 
hahicce <?{ payments {See the Deport of tM Director oj Me Inter 
national Labour Conference I7th Session, Geneva, p 32 ) 

* Paul rinzig, The World Economic Crisis 1029 1031 Chapter 
AX, pp I0o 109 
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The effects of maladjustment in production can be under- 
stood bv considering the changes on the demand side There 
are factors which have produced Instability of demand by 
changing the distribution of income between various classes 
of people Tins has been the case during the war and the post- 
war penod owing to inflation and deflation pobey, nse of wages 
and the growth of a new property owning class Farther, 
there has been the growth of per capita Income in several coun- 
tries These changes dislocate the nsnal standards of con- 
sumption 3nd make the demand unstable If wealth pisses 
on into the hands of people who were below the line of subsis- 
tence they have yet to develop their standard of consumption 
in order to smt their new resources or as Sir .T, C. Coyajee 
whore valuable work has already been referred to says, “They 
hive yet to be educated into the proper use of their new re- 
sources ’’ Choice is open to the consumer to spend that por- 
tion of his income which is beyond the ordinary elementary 
needs There are other conditions which directly reduce, and 
lower consumption Such is tbe effect of the fall in income and 
of the lag between wholesale and retail prices Protective 
tariffs raire tbe prices of goods and lower the purchasing power 
of consumers The redaction of foreign investments bv the 
creditor countries has reduced the purchasing power of people 
in debtor countries Reparations payments and a heavy bur- 
den of taxation also redace demand and till recently the falling 
pnee of silver was reducing the purchasing power of people 
m several countries All these factors operate on the demand 
side and lower the purchasing power of the people, thus creat- 
ing maladjustment between production and demand 

The maldistribution of gold is another cause of the pre- 
sent depression. It is not the scarcity of the gold supply bo 
much as its maldistribution which has been a contributory 
cause of the present depression The Final Report of the Gold 
Delegation of the Financial Committee of the league 
of Nations bears eloquent testimony to this statement The 
following table shows the distribution of the world's mone- 
tary gold stock* — 


DlSTErBCTIOW OP THE WOELD’S JfOVETAET GOLD STOCKS 
(7n million* of dollars) 


1-1-29 30-6-31 Cliange 

France .. .. 1071 2.21 1 +940 

T, n.t*d Seat®, .. .. 4,141 44>S6 +815 

Rest of world (excluding 

U S_b I: ) a boot .. 5,350 4 650 —900 


•Percentage 

-‘-74 

+ 10 * 

-16 


Total . 10,962 11,817 + 8o5 
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The world s total monetary gold stocks (excluding those 
of USSR ) increased in the period coTcred by the above 
"table by 8 per cent The holdings of France increased by no 
less than 74 per cent , and those of the United States by 19 J 
per cent or, if the stocks of those two countries are combined, 
their increase is 32£ per cent The stocks of the rest of the 
world, on the other hand decreased by 16 per cent Theso 
■stocks should normally have increased by roughly 3 per cent 
per annum, so that the real deficiency at the end of the period 
considered amounted to about 23 per cent The loss of free 
gold reserves in erects of legal minimum requirements was, ot 
course, relatively much greater Thus the countries concern 
cd found it impossible to maintim the level of prices obtain 
ing at the end of 1928 In order to defend tlieir gold reserves, 
their Central Banks had to applv the normal measures of 
deflation The process or deflation thus set m motion gathered 
■momentum when it became apparent that contraction of credit 
and falling prices in the gold using countries failed to re 
attract gold to their depleted monetary ri serves, but that, on 
the contrary, the flow of gol 1 to France and the United States 
continued unabateel The result was a further pressure upon 
commodity prices m the gold using countries increased com 
petition in world markets, and in consequence, a world wide 
fall in prices * 

It is thus clear that a major portion of the gold 
resources of the world which are larger than before the war is 
hoarded in America and France and the rest of the world does 
not possess an adequate supply to meet the necessary 
■demands 16 Thus it is not the shortage of gold but its 
maldistribution which ia mainly responsible for the depression 
Aecdless to say tliat tins maldistribution of gold is a far more 
formidable factor m the depression tliau the shortage of gold. 
This short agi is quantitatively not very great, at least if the 
"world is content not to raise its price level by a drastic upward 
movement (SirJ C Coyajce, The World E<onomic Depression 
•A -P/ea for Co-operation page 19 ) 

The problem of the maldistribution of goia is very closelv 
related to the* unwillingness of the creditor countries to lend 
capital to debtor countries The economic situation would not 
"be balanced if the maldistribution of gold were not compensated 
by adequate lending on the part of those countries that are 
capable of lending Bv the year 1928 the creditor countries were 
becoming very slack in lending capital and America which up 


» See the Final Report of the ( old Delegation of the Financial 
Committee of the League of Nation f p 

piul Finzig The II orld Economic Cneis, 1020 1031, pp 26 
27 and 40 57 
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to 19 •< had boon lending heavy amounts reduced loans as will 
be lio*n by tbp following table 1 * — * 

U> Capital for l'ie \eeow^tor 

I iimpcon Other Fordfm 

Countries ( ami'll* Countries 
{$ 000 000 b ) 

1927 First half .. 211 101 2*1 

SVeond half . 333 78 241 

1928 First half 4 19 1J5 277 

‘“veend half . 148 70 121 

1920 | irgt half 101 107 20l 

Second half . 59 121 135 


The reasons are • Firstly, America did not have favour 
able balance on commercial account excepting the amounts 
dne to it on allied debt and other foreign investment accounts 
and, therefore, it could not lend hoavilj Secondly, the in 
stability of the currencies of a number of countries It'd to wide 
speculative rooviments of short term capita? and ‘the mis®** 
of short term credit made hy debtor countries justified tue 
denial of further credits to them ’ Farther, violent price 
changes have duconragod direct investments in productive 
enterprises of debtor countries The service of the debt has 
increased the actual burden of the debt upon the debtor 
countries at tunes of falling price's of their goods Jn order to 
remove this defect a bold jioliey of international monetary 
co-operation which unfortunately has not so far been 
forthcoming, is necessary A bold policy of foreign loans is 
exceedingly necessary at the present time 


Questions of banking policy and of control of investments 
and of prices on the part of Central Hanks are closely related 
to tlie present depression Professor Keynes 1 * and other 
writers have urged that banks have restricted credit and 
interest rates have consequently remained at higher levels 
than ought to have been the case It should be said that this 
action of the banks was to a certain extent due to the shortage 
and maldistribution of gold and this latter situation in itself 
was caused bv change* in balance of payments and to contrac- 
tion ol capital movement* The result was a fall in prices and 
curtailment of production. The necessity of distress borrowers 
nciuding governments and businessmen kept up the rates of 
v 1 * 1 ”® eoil,d have really been a more liberal policy 
followed by central banks in the matter of credit which could 
5j*T* *be seventy of the crisis Banking opinion 

aoes not agree on the point with the view mentioned above 


I*. »/ I ./ 


* Kernes, Treat ue on Money, \ol II, pp 377-3S0 
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According to this view banks can control tho quantity of monw 
and rates of interest for loans bnt they cannot control the 
rate at which money circulates and the n s e to which it is on* 
Ranks cannot put monev into circulation irrespective of the 
factor of psychology \dditionnl monea might be emnloved 
m speculation and not in gemnn bnsmes es or it mav he im 
mobilized by the dislocation of markets and a large nart of if 
mav be left idle by the owners g pirt of lt 

It is thus no u«e to criticize the banks for the nohev thev 
have pursued What is mcessary is that the gold standard 
or any other stnnlarl of th« future shoal 1 be more svstemati 
callv managed and the central banks can take a hadinv n-irt 
in the scheme of management It is not in am sense the 
fault of the banks that thev could not foresee the necassifv 
of rationalizing the w hole sclu me of worl 1 ceonomv and of sub 
mitting it to a 8\ stem of central planum g in winch their credit 
policy had pivotal importance Rut ui future, thev must 
keep this point in mind and tn to evohe a scheme of credit 
statesmanship to correspond to the new couhtions — a states 
manship of which the mam plank is a wise cooperation 
between central banks F 


Tlio inelasticity of the price system is also responsible 
tor the present crisis The abnormal behasiour of the i rice 
system during the post war jcriod has acted adverselv on 
economic conditions and has brought about an acute depres 
Bion There has bom the maladjustment of wl olesale and 
retail prices Consumers have become reluctant to purchase 
goods in the expectation of falling retail price* and wage policy 
has been complicated The \anous costs of production the 
costs of transport labour and caj ital w Inch are employed in 
production cannot easily be adjusted to prices There has 
also been a maladjustment of prices of agricultural and manu 
factored goods The prices of agricultural products have fallen 
to a greater extent than those of the manufactured goods 
The weight of tariffs has been greater m the case of manufac 
tured goods than in the case of agricultural products Com 
parative inelasticity of agricultural supply aud lack of bi" 
business establishments hai e been other causes responsible for a 
greater fall m agricultural prices Monopolistic tendencies 
are also responsible for the lack of plasticity of the level and 
Bystem of prices ill commodities under strict control 
account for a special class of difficulties both when they fail 
to adopt themselves and when tbe control breaks down as 
happened with some of the most important of them (Ame 
rican Itevieic, March 1931, p 381, quoted bv Sir J C Coyajee ) 
The reduced plasticity of wage rates, i e , the lack of ad 
justment of w ages to falling prices is also stressed as a rouse of 
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the present acute depression Real wages should alter m res 
pome to changes in demand for commodities and if wa^es can 
1*3 reduced with falling prices, depression and unemployment 
tin be redact d In Wtstem conntnes the political power 
of lilxur and the strength of labour organizations have pre- 
vented a fall in wages which ought to have been brought abont 
to suit falling prices \ccordmg to Prof Pigou a certain amount 
of citra unemjlovtnent must lx* ascnlied to the fact that real 
wages lavt b<ui maintained above the equilibrium level 

Tins maj be trne of a number of countries, but it cannot 
apply to all countries In some countries wages can be in 
cnased advantageously which will increase the efficiency of 
labour and enlarge the demand for poods produced by labour 
T1 e lath of elasticity of wage rates is thus only a local factor 
of the depression One is inclined to agree with Sir I C 
Covajcc when he writes, Wide, therefore, It is undoubtedly 
<lan"t rous to pronounce anv dictum on the topic which can 
apply to all countries in liriduallv, vet taking the world as » 
whole one can accept tl e summing up of the problem by the 
German Savant to the effect that the dej ression has not 
hem brought about bv the Tate of wages but having been 
brought about by other factors is much intensified by this factor 
If we undertook a direct reduction of wages as an iiU 
mediate nmedy in a period of deep depression the result might 
only be to reduce demand for commodities and thus to mten 
gi/y the depression The better course is to register as it were 
for all future use the need for plasticitv of wage rates which 
present depression has so well taught It is not in the very 
midst of a great crisis that we can exj>ect the normal sequence 
of effects to follow and hope that reduction of wages must 
needs bring about a reduction of prices and its usual corollarv — 
an increase of demand and rise of profits {The World Fconomtc 
Deprcenon, pp 27, 23 ) 

The tariff policy of the post war period leading to high 
protectionism has complicated the situation and has created 
poverty in the mulst of plenty Goods are produced, but con 
sumers cannot purchase them becauvi their prices become rro 
lubitivc till they reach consumers m foreign countries Tins 
-poliev has shown the worst evils of narrow economic national 
ism During the war, a large number of industries grew up 
in various countries and they are being snpjortcd by high 
tariff walls m the post war period On the top of this there ha3 
"been a system of import and export restrictions which has 
impeded the tree movement of goods from country to country 
Tven England the home of free trade has become definitely 
a protectionist country and the conclusion of the Ottawa 
-Agreements as a result of the famous Ottawa Conference has 
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jeopardised tho chances of the removal of tariff barrier* The 
world is being divided as it win into tconorruc war camps 
The Warsaw Resolution of 1*111 in which the main 
innovation consisted of preftrontial treatment which the 
agricultural countries of \\i stern f uroj e proposed to receive 
from the manufacturing countries tint would import thur agn 
cultural products , the proposals brought forwar 1 in tl t Iieaguo 
Assembly ‘ to go back unon the nn< mmuidPtion.s of the World 
F continue Conference and to fonnilh impirt to the "Most 
Favoured Nation Clause a tonditiond and limited interprets 
tion and meaning’, the adoption of probation 1 m the leading 
free trade countries and tin signing of tin Ottnw i \grecments 
have been the main stage* tow irds tin int mification of tariff 
barriers in the post war penol Tin inditor countrns base 
levied high tariffs upon the imiort of cools from the dthtor 
countries lest the industries of tin form r should bi crippled 
bj the competition of tl« latt«r toimtrns In this connec 
tion thereleiant remarks of tin l’ep<rt of tin hold Delegation 
of the financial Committee of tin 1 taguc of Nations m wortn 


quoting They are Tin trnh cicle is to daj an inter 
national phmnmenou Conntnc» cimut Iioik to escape 
its effects by self isolation They can onli hope collective!! 
to lessen them To this «nd thiy must permit an adequate 
fretdom in the flow, not of endit alone but of goods In our 
opinion it is imperative that t! i rostrictiv. commercial poll 
ties adopted In (lovernnnnts to daj should be radically 
changid Adherence to an international monetan standard 
at once implies and necessitates adlnrtnce to an international 
economic system To impost nrtiticut restrictions on the 
movement of goods is the negation of such a svsteiL (Para 
graph 227 of the Report ) . , 

The problem of reparations las aggravated the aentt ness 
of the depression German} was ovcmddled with a huge 
indemnity by the rence Treatv in 191** and the Dawes and 
Owen Plans reduced the amount of indemmtj to a grt at extent, 
but still Germany is unable to pay The possibility of paying 
reparations is out of tin question and enn Mr Lloyd George, 
the author of the Treatv, is prepared to admit the injustice 
of reparation payments Lnnnent economists have been 
busy in indicating the possibilities of their payment The 
debtor countries could paj than in good*, but it would retard 
the industrial development of the creditor countries and this 
idea alarmed the experts themsehe Tbt unpaid reparations 
have worsened the econonuc situation in every way _ lney 
havo upset balances of trade and have brought about the roal 
distribution of gold Production has been misguided and 
deflected and increased productivity has been made the m 
Eminent of securing an artificial excess of exports as a means 
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of effecting vast payments They have been responsible for 
the maladjustment of production to demand They have 
incrta ed the burden of taxation and bare conseqoently reduced 
the purchasing power of people and crippled commerce and 
industry Competition has been intensified, international 
jeilonsr promoted aDd thus they hare acted as brakes on 
international lending 

The importance of the psychological factor as a cause of 
depression should not be underrated In a period of falling 
price* bnsme««men become pessimistic and are reluctant 
to undertake business because of the further possibility of fall 
in pnees Consumers put off purchases in the hope of further 
fall in prices The«e factors act very powerfully when the 
fall m prices is rerv acute and this fact has to a great extent 
been responsible for the present depression 

The trade cycle theory has also been advanced as a cause 
of the present depression which 19 m no way regarded as ex 
coptional or extraordinary Before the war there was a crisis 
ererv seven or eight years and this state of affairs has not 
-changed The war disorganized the economic system but 
it did not change the fundamental tendencies that have brought 
about cn«es since the beginning of tho modern economic system 
Excoj t for the war probably the crisis would have recurred 
near about 1017 and it was postponed till lO^l as a result of 
exceptional circumstances In less than ten years the bnsiness 
cycle completed its course once more and after a small period 
of prosperity, the crisis broke out in 1929 " 

In fine it may b<* said that unregulated and constant 
extension of production and productive capacity, monetary 
and currency disturbances and the maldistribution of gold central 
banking policy m the post war period, high tariff walls, anti 
.social labour policy in some countries the business cycle 
theory and reparations and war debts bnngmg in their tram 
hi»h taxation increased production and falling demand have 
Been responsible for the present depression 


Remedies 

'hr J C Coyajee m his excellent and learned work that 
has already been referred to above has made a powerful appeal 
lor international co-operation to deal with the crisis Co-opera 
tion between governments central banks producers and con 
■Burners is emphasized by him as a solution of the problem America 
-setup the pace as a creditor country in rendering help by its 
mora onum offer, but it was not accepted in the proper spirit 
ana was nuned by political bitt erness ' The world was waiting 

55 29--3I* 0 * £ * lnZ 3 Tke IPorM Economic Cruni 19° 9-1 031 pp 51 
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lor the emergence of some definite and new ontside factor 
Unfortunately, when such a factor did make its appearance, 
■political bitterness at once marred the prospect ’ Bankin'' 
•co operation has so far been tried on a limited scale and the 
innk for International Settlements has vet to go a Jong way 
before it works np to its programme Co operation Bhould be 
the economic policy of the future and in this connection refer 
ence may be made to the remarks of Mr HAP Lindsay which 
nre I suggest that science has out stripped economics — that 
science has been quicker to respond to the new spirit which is 
™w abroad, a spirit which is best described as a change over 
■from the ideal of competition to the ideal of co operation, from 
the ideal of efficiency attained under pressure of environment 
■and other outside forces to the ideal of efficiency to be attain 
ed by mankind working consciously constructively and in 
-CO operation towards a common goal We cannot eliminate 
•competition altogether, and we probably would not do so if 
we could Bnt I suggist that as a constructs e force it is too 
instinctive, too haphazard, and too unreasoning to be allowed 
to occupy the whole field Its future position will be definitely 
^rdinated to a new force more constructive more controlled, 
and therefore itself better qualified to exercise deliberate and 
■conscious control 14 


The treatment of the remedial measures may now be taken 
■np with reference to the importance of the causes of the 
depression Reparation payments and war debts have got to 
be wiped off Germany has made unparalleled efforts to set 
her financial and industrial conditions in order and has effect 
ea rationalization in every line \et her debt seems to be 
growing and not diminishing and the rest of the world in place 
of taking from Germany is lending her more and more Ger 
7 nan J' has been making payments out of the proceeds of the 
loans and as a matter of fact she cannot pay the reparations 
with the high tariffs impeding her exports so successfully The 
Hawes rian adopted the capacity to pav theory and provid 
od help to Germany m the shape of loans and the Young Plan 
"provided for temporary moratona and conditional repara 
Lons Still she cannot pay The Basle Committee of Fnquiry 
■further recommended a reduction in the reparations payments 
by Germany to promote her financial stability According 
to the Report of the Gold Delegation referred to above the final 
Solution of the Reparations problem at an early date is ‘ an 
Essential factor for a return of the lost confidence in the sphere 
of international finance The gradual and cautious resump 
tion of i nternational credit and capital movements, which 

_ ** Journal of the Society of Chemical Industry, February f> 1012 

? 122 . quoted by Sir J C Coy ajee in hU work entitled The It orld 
■Economic Depression. 
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ti-err* to u* of Tlfnl Impomnfc for tie worlfrg of tli#* poM 
standard cannot I** expect*-*! 1 m fore thi* probleni i» io!mf * 
(I'aci* -t, jianyrajih *1 of the llcpnrt ) In the >»nte of |>i»- 
*ent the minorH* *nte. ** borne rr&'onsf !<> tctllcnimt of 
the njwrtttnn* anil war ihbt* question* tnu*t I*e effected, and 
tin* vttler»nt man 1«* of such a tharveter a* to male It quite 
eleir low in ( nparation* and war debt* ran !*• jiaid anil tb*» 
payments received, and t^> how tM« nn lx* accomplished with- 
out •« noun interference with the woridr,? of the gold standard/’ 
To of the Itcpnrt ) 

Of course the jrnddtm of reparations cannot lx* settled 
witlout the |>roh!«m of war d<bt* and to abolish the former 
wit! out abolisltng tbe latter wo».H create injustice Ixtww-n 
dilitor and f*rditrr nation* The acre* mint* and conclu- 
sions of the I.au«3iine «'onf*T»rcv on tbe point wrre made 
ib p< nd< nt upon the attitude tif Arm rlca Hipnfaail lolewne 
a |*»rty and the qu«-»tlon was to !>e ailH at the World Kro- 
non ic Conference vliitli met in .Inly 1DT5 , hut unfortunately 
It dai t» nnlnatcd without letting any queitlun whatever. 11 

Tin* maldistribution of cold mutt be remedied In order 
to promote international bndtng and fr»*» How of capital which 
can bnnu about a ri«e In pne*-* Tin cold resources of the 
world should !*e bettir unbred and Viurfra and France should 
true a lead in the matter Ity pomp off the cold standard. the 
fonner country ha* complicated problem* to a gnater extent. 
Tbe (lold lb legation did w*H to «nipha<ize tin ini|xirtjnee of 
tin Icndmc Mat ( « In maintaining an * v< n i'ow or capital. Thu 
question canuot l>e icttbst without scttl.ng the question of 
the r»Moratio-i of currency condition* Th« stiff attitnde of 
America at the World b Conor ic Confi retire on thl* qu**tioO 
wa* n great blow to that body owing to whUh It hail to du- 
perse without dome anything 

In case the problem of the maldistribution of gold Is not 
solved in this way, it u difficult to mc whether the world can 
■wait indefinitely till the balance of trade goe* against b ranee 
and America and they have to send gold out. b ranee ha* 
developed her manufacturing industries pnatly at the expense 


. Ti'e 5tini«.t»-r «t b rlIaRiI. Mr ltam**r Mocdotial], 

in I Is I*jtwi dent 1*1 \ddrev, to the \\ orld Fevmomic Confi fence 
“■ ■ — i .... ■— connection with rr pant lor ‘ 


Miuiln) as follows In 


..r debts t — 

•* Belilnd the subject® I have just mentioned is .not her In th» 
front rank of iniportanr*. . . 1 refer to tlw> queetiun of war delta, 

every obstacle to general recovery 
‘ ‘ without d< lav by the 


which roust lie dealt with In lore p,,,, 

lias b«*.n removed, and It roust he taken Ut, a(|av lw . 

nations concerned Lausanne ha* to be comj lcted. an, l this vexed 
question -tiled once and for all in th* light <f present world comb 

V io “ I ’“ S r« 4 3 '*, of tkt Ltague of 

A of umt for June, 1033. already referred to above. 
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and An,enca *<* adverse balance of trade mav 

iemSe°fo S ° n ’ ma ed ,0 o“ T ' rT long tlme and ,hM thc automatic 
remedy for removing the maldistribution of gold will be verv 

Sir A n sVt° t ? e aD uncons «°^l y long time SoiS 
S S,r A Salter have proposed the formation of a ster 
° f tbose C0UntriC8 which adhere to the 
?5 Bt , aru ] ard and as the number of countries gome off the 
ftorIinl an d ffi rd t mCrCaSe3 ' the P° sslb,llt T of the formation of the 
™2£ b ] 0( * increases This will, of course, mean a 
sacrifice of the stability of exchange , but at the same 
une, it may lead to the stability of internal prices and thus 
roe countries comprising the sterling block will become masters 
•oi tneir own economic policies 

■pir«»^ Ver ^ i. advantages for the ! ’ ,an have been chimed 
a faU m Price let el could be presented by the skilful 
adoption ° f a 8ultable P n ce level and it might also stimulate 
mports into the gold standard countries forcing them to part 
witf J? Mr u 0ld “ Socondl y> tllls co operation m currency 
matters might be extended in scope to include production, 
arketmg and tariffs The adoption of the sterling standard by 
large number of countries will give a sort of training m the 
"ft of currency management 

. Tbo monetary system of the world should be set m order 
na a policy of banking co operation ha3 to be evolved in any 
■case There should be a central international control of gold 
suppues and credit as emphasized by experts like Mr Keynes 
and Sir Josiah Stamp The various Reports of the Gold Dele 
.gation of the Financial Committee of the League of 
Rations indicate the lines along which improvements are pos 
iDle The most important of their recommendations are 
iretly, there should be a reduction of the reserve ratios by the 
entral banks They have distinguished between mimmum gold 
which is necessary to preserve confidence in the notes 
ohl * sur Pl U8 reserve which is required to meet international 
ugations As gold is not in circulation, the reserve ratio can 
e considerably reduced There is another recommendation 
ra ° ^ c ® ect tbat o°Iy a gold influx or efflux caused by tempo 
ry disequilibna might be adviseeily neutralized by central 

thf> «•*#! *^ ow *hat America has depreciated her currency, imports into 
in will not increase and the power of the USA to compete 

j„ ° re, gu markets will immensely increase This will lead to a race 
jVUirency depreciation and nobody knows where it ma\ end 
will r5 r f, ’t v 8 n °t certain whether the countries of the sterling block 
not h h* 5 masters of their own economic conditions This mai 
is u casc with India where people feel that thecurrencv policy 
be roL followed to suit Indian interests If this belief could 

^he formation of the sterling block ma\ be really ad van 
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banking policy There M another recommendation to the 
effect that gold outflow and inflow should be generally per 
nutted to produce their effects These two recommendations 
are apparently contradictors, but it ia really not so The idea 
is that individual central banks should not follow a policy that 
may interfere with the general distribution of gold, but at the 
same time thev are free to follow their policy of pre war days 
to allow the inflow or outflow of gold on the ordinary scale 
Their other recommendations are intended to remove the 
defects of the Roll Exchange Standard that have reccntlv 
crent into its working The development of the bill market 
an 1 resort to open market operations have been suggested 
They are a new instrument of credit policv and their working 
has not yet been fully examined The Delegation have aUo 
recommended that the even flow of capital should be mam 
tamed The utmost economy in the use of gold by avoiding 
gold currency m circulation and also by adopting a suitable 
mechanism for varying gold reserve requirements has been 
advised Price stabilization can he undertaken by central 
banks if they co-operate to limit the demand on gold and re- 
gulate prices The managtment of the improved monetary 
standard must be on international lines, and co operation on 
the monetary Bide is as necessary as in other phases of wealth 
production There was a sharp cleavage among the monctarv 
sno committee of the World Fconoimc Conference , and the 
gold standard countries and non gold standard countries 
differed widely on the point 


Tariff barriers must be considerably low ered so as to allow 
goods from the producers to the final consumers, 
ihe World Economic Conference of 19"7 had emphasized the 
necessity of lowering the tariff barriers and the same point was 
emphasized at the World Economic Conference of June, 1933. 
inis co-operation can be achieved along different lines Firstly, 
maximum tariff rates may be fixed and graduallv they may be 
*7 international action Secondly, there is the 
1 p J r ^ erenc ^ s B °th these measures were 
suggested at the W orld Economic Conference of 1927 , but the 
UnnVt ijisr general co-operation for a comprehensive redne- 
mpfprl!t, S ^ aS abandoned while only the plan of regional 
rcc ! ITed a [ air measure of snpport This latter 
° Ut Vnthu ? \ he * ram ework of the league, would 
j ” onom, « wManfy Such regional agreements 
SS’h re J ar(1 f t ' 1 »* s^PPmg atones to a general reduc 

to be ^ re m a SiaTi , enae 8 then tbat 01,11 1,6 

thro^bvan^^ 11 ' * ‘ ’ ^ be improvement of production 
TanoU3 measnre3 reduction in costs has been partly 
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vesponsiblo for the depression ~nd unemployment Eat ton'll 
ization means the methods of technique and organization 
planned to secure the minimum waste of labour and material 
It includes the scientific organization of labour, standardiza 
tion of materials and products and improvements in trans 
port and marketing If rationalization is adopted to lower 
down costs, care must be taken to avoid certain dangers of 
the movement It should be adopted to suit local conditions 
so that it may not lead to the over development of industrial 
equipment without a corresponding improvement m effective 
demand It is bound to eau'e temporary unemployment , 
but this problem is parallel to the immediate effects of the 
introduction of new machuurv upon employment Thus 
rationalization has to be so controlled as not to reduce the 
aggregate volume of employment 

The agricultural crisis al«o has got to be remedied Its 
Temedy should be capable of world wile application and it 
should aim at improving tliL standard of living of the agricul 
tunsts so that demand mav be stimulated The co«ts of pro 
duct on m agriculture should be reduced The burden of agn 
cultural debt which has aggravated the present crisis must be 
lightened There should be better organization of markets 
and sales of agricultural products should be regulated so as to 
reduce the weight of the charges of middlemen In other 
words, agriculture lias to organize it«elf in order to put itscii 
on the same footing as manufactures m the matter of adjusts 
bility to changing conditions Agriculture should be organiz 
ed on a co-operative basis to a much larger extent than has 
'been tho case hitherto 


The Depression ln India 

India also has been lut very hard by the Economic Bliz 
iard and its main features have also been r^ected here 
There has been a rise in production mainly on the industrial 
and mineral side though the production m agriculture also 
has exceeded demand The j rices of export staples have also 
considerably fallen The fall m prices between the years 
and 1931 hL been 50 per cent for raw jute, 49 per cent for od 
seeds, 47 per cent for wheat and 35 per cent £or * 1C * 
is due to the growth of outpnt and business on the one hand 
and the decrease in the rate of expansion of CCJ7eD< ^ 
great fall m the velocity of its circulation on the other Sav 
mgs and investments have also fallen, but » £a j«® amonnt of 
capital has gone abroad The balance of trade has also alter 
«d and the total favourable viable balance o! trade fell from 


Review of the Trade of India 1W0 31 p 7 
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B3 crores in 1928 29 and 1929 30 to 38 crores in 1930 31 [State- 
ment II, Report of the Controller of Currency for 1930 31 1 
The disturbed political conditions of the country, the 
eurrenev pobev of the Government, high taxation increasing' 
burden of military and civil expenditure in a period of falling 
prices and reduced demand, lack of staying power of mill indns 
tries and intensification of foreign competition have all com 
bined to intensify the crisis Lnemplovment has increased to 
an unprecedented level A crop of strikes during the last few 
years has reduced the purchasing power of labour and has 
aggravated tho cnsi3 The agricultural industry has suffered 
because onr exports have to face the keen competition m 
foreign markets and the burden of rent and land revenue i& 
verv large Broad, general world causes also operate in tho 
case of India as in the case of all other countries 

The remedy lies in extending the co-operative movement to- 
all phases of agricultural industry and in Ughtcmng the harden 
of taxation rent and land revenue Banking and currency 
policy should be snch a3 to promote the saving and investment- 
of capital m industries India can make a very solid contn 
button to the economic stability of the world if conditions 
here improve In the absence of international co-operation, 
a policy of systematically planned economic development for 
the country is inevitable and the same should be rnt into 
effect with the co-operation of the Government and the people 
without undue ddav 

It may be emphasized that it is an all round international 
co operation that can tackle the problem of the '* Economic 
Blizzard that has overtaken the world at present > *o 
country m isolation can improve matters Local conditions 
can be and ought to be improved individually, but for world 
wide causes international eo-operation is necessary The 
League of ’Nations is the proper agency to move in the matter 
bat this C3n be done only when the representatives of ‘ big 
powers meet in a spirit of give and take and it is reallv a pity 
that this spirit was not displayed at the last World Economic 
Conference which was convened with high hopes, but ended 
m despair It js not eloquent speeches, but bold and concert- 
ed action that alone can cope with the problem 



CHAPTER VX\ 
Credit System 


MODETN industrial society has often been called a credit 
society Tins means tint credit is tl c most significant factor 
in the organization of production industry and commerce at 
the present day Credit has been called as the life blood of 
commerce and as the heart and con < f the modern business 
structure These common statements emphasize the vast 
importance of the credit system under modem industrial 
organization 

It 13 very necessary to understand the real nature and 
significance of credit The fundamental notion underiving 
credit is confidence or trust hut this characteristic has obvi 
ouslv a limitation inasmuch as the purchaser must repose 
some confidence m the seller ixen whin the dealings b tween 
tl c two are strictly on a cash basis Thus a second principal 
characteristic involves the idea of deferred payment Time 
is the essence of credit, and the u*5e of a commodity or money 
is to be given now whereas the reciprocal service 
or commodity is to be given after a specified period of time 
The person who grants credit has confidence in the honesty 
and financial standing of another person inasmuch as the latter 
can be entrusted with something of value 


This confidence in part is based upon the 1 orrower 8 pro 
perty and m part upon lits personal characteristics The 
character of tlie borrower and the character of his business are 
the customary matters to be investigated by the person grant 
lag credit Jhere is a close relationship between the«e two 
factors because a man of excellent business ability 
"Would have his business properly organized and on the other 
hand if it were found that a business was poorlr eqiupj ed and 


managed it would be certain that the man s business experience 
or business capacity was strictly limited An investigation 
of these two lands, however, usually serves to furnish a more 
adequate basis for a sound judgment of the ri hs involved 

Credit has acquired a specific importance in modern society, 
""here production is in anticipation of demand and there is a 
highly complex system of exchange In such circumstances, 
a businessman is a debtor as well as a creditor and a large 
amount of his dealings are on a credit basis The borrower 


Marshal) I iviu.tr t ) Soneiy p 3-3 
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obtains credit only «o long as he proves his ability to pay more- 
for the oae of capital than its owners will gain by using it them 
w lv< s Credit most be capable of being generalized if it is to 
prove useful This is done in two ways “ (1 ) by expressing 
credits in terms of money, which is generic 3nd (2) by such an- 
orgamzation of credit instrnments and credit institutions that 
the owner of personal industrial capacity may readilv exchange 
hi3 indindnal credit, a pnrely specific thing, for wider credits 
This is done by banks which in modem tunes have uni 
versahzed individual credit by the process of bill discounting 
business 

Forms of Cued it 


Credit has been divided into many classes, i e , Pnbhe 
Credit , Capital Credit , Mercantile Credit , Individual or Per 
sonal Credit and Banking Credit 


The term Public Credit refers to the borrowing operations 
of governments by means of interest bearing securities Th p 
government makes a promise to repay the principal on certain 
terms and conditions, and interest is to be paid from yen* t ft 
year at a certain rate Thus it is in a positron to finance its 
Tanons needs The purchaser of the interest bearing security 
accepts the government s promise to repay the money and has 
full confidence tn that promise The government may also 
issue paper money to finance its needs 

Capital or Industrial Credit means the credit used by cor 
poratiom m obtaining the necessary finance for their business 
operations The corporation promises to repay the principal 
on certain terms and conditions with interest The creditor 
lends money to the corporation , because he regards the credit 
o! the corporation as good 

Mercantile Credit is made use of by producers, wholesalers, 
retailers etc , m connection with the manufacture and sale of 
commodities A manufacturer who buvs raw materials on 
weim agrees to repav the price after a certain period or time, 
lie has thus been trusted bv the producer Ife may also 
obtain credit from a bank for a short period of time In this 
ea«e h*> has used its credit with the bank instead of with the 
°f the raw materials , but the nature of the operations 
M the same m both case* A wholesaler nr a retailer mav 
likewise do the same thirg in connection with the goods that 
ne purchases for his business operations 


r J r! t . rrvn, ^ e Credit fj to be distinguished from Industrial 
vcrttn inasmuch as the former run* for a short period and the 
latter lor a long period of time InrtI cr, Mercan'ile Credit is 


23a. 
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represented bv bills of exchange promissory notes, etc , while 
industrial Credit bj* bonds or stock < ertificates 


Personal or 7ndtndu<il ( relit is connected with individuals 
rather than with publu or pru »t« corporations The indi 
Jmual can procure consnnijition goods without paving cash 
tor them There is a didi rt no Inrwun personal credit and 
other cruht in the matter of thi cham Ur of the security and 
jn the matter of the use m idi of th tilings Imrrmveil The 
basis of security is an indmct nn< consisting not of actual 
property, but of a ft. cognized earning jwwir from personal or 
professional services Tin things 1 h rr« vwd ire generally used 
for immediate consumption in l not for production Such 
c f t ‘ d •* also called Comumpti i ( rrdit f »r tins n won and 
also 'Retail Credit bee mse it is nsi 1 in r<t\il transactions 


Ranting Credit n fi r* to tlx fun Is old um I liv a bank from 
its own capital and borrow id from lnlmlual dt ponfors \ 
bank can extend its credit b} its npu’aum bonestv and 
business integnts Tin sun|h«t use of its < rrdit lies in the 
entrusting of funds with a bank h\ its dt pnutors but then is 
ft more important was m which banks m ike usi of their credit 
A bank borrows when it enati s obligation* ■ itlxr in the form 
of bank notes or dejiosit nc mints against wlurh cheques can 
be drawn The dimaitl obligitions of a eonumreial bank 
usually amount to si veral tinws tlx amount of their actual 
fash resources 


Looked at from nnothir point of mow credit may bo 
elassifieil as Commcremf and Inreehnent Credit This classified 
tion is of greater significance from the |*oint of view of economic 
analysis and also for a clear undi rstanding of the principles 
underlying banking operations 

/nrrstmeiif Crrdif is that which is Use l for financing and 
de\ eloping business enterprises such as factories farms mines, 
e te The funds borrowed an insisted m block capital and the 
repayment is to be made after a long period of time The 
lender regards this disposal of his funds as permanent , and 
hence the tirm invettmcnt is us-d for these opera 1 ions 

Commercial Credit, on the other hand, is used in financing 
the manufacture and marketing of goods It is another name 
for Hereanlde Credit explained above The borrower uses the 
funds for a short period onlv A merchant, for instance par 
ehases goods worth rupees one lakh on two months credit He 
intends to rtpav this sum of monev after two months, because 
fbo meantime lio will b< in possession of funds bv selling 
«w goods at a profit The borrower for investment purposes, 
on the other hand, invests mom r m a factory, and it may take 
many years before the accumulated profits of the factory will 
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permit the repayment of the principal of the loan The latter 
i? essentially a Ion? term operation while the former may oc 
carried to completion within a few months 

Credit instruments consist of bills of exchange, cheqnes, 
bank notes bank drafts, debenture bonds and government 
securities It is largely through these instruments that credit 
operations arc carried on In a limited number of cases boos 
debts and book entries serve as an evidence of loans The 
volume of business that can be done by credit paper depends 
on several factors firstly, it depends upon the banking fac* 
lities of a tonntrv If the banking system in a country is widely 
developed and if the banka are willing to deal in transactions 
small enongh to be within the reach of a large number of 
people manv more transactions will be settled through banks 
than would be the case otherwise Secondly, the density of 
population is another factor in the development and the ease 
of credi* exchangee A larger volnme of business is done by 
credit instruments like cheqnes in a commercial centre than 
in an agricultural community Thirdly, the education ana 
intelligence of the balk of the people is another important 
facto* determining the use of commercial credit instruments 
"Men do not use banks unless they have confidence m them, 
and they have come to be regarded* as part and parcel of 
the commercial life of a community 

Frvcnovs op Credit 

The chief functions and merits of credit are — Firttty, 
it economises metallic enrrenev, and thns substitutes a cheap 
medium of exchange for a more expensive one Secondly, it 
enables payment to be deferred until it is convenient for the 
borrower to do so Thus the borrower is m a po*«tion to carry 
on hu business smoothly and without great difficulty Third 
ly, it also permits the centralization of a great multitude of 
small amounts in bank reserves with the help of which Indus 
tnes, commerce and trade can be financed It thus increases 
the mobility of capital and stimulates production as a whole 
Fourthly tl e fluctuations m prices can he minimised bv a careful 
reguli t ion of the volume of credit and trade is thus stabilized 
and stimulated \ regulated credit policy ensures the smooth 
-carrying on of business bv avoiding booms and depressions 
Finally, the modern mechanism of credit is a very powerful 
-instrument for promoting business progress and for facilitating 
inventions and improvements in industry 
DrAWBACKS OF CREDIT 

The settlement of a very large proportion of exchanges by 
n cans of credit paper introduces a delicacy of character into the 
"business life of a community by which the trade mechanism 
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capital and credit From the point of new of an individual 
mt reliant, } is pood credit i« one of tlie principal requisites for 
his business t trader, a businessman or a manufacturer can 
increasi hi* business with the help of bis credit It cannot, 
however, directly create wealth, because it cinnot increase tbc 
actual means of" production which are potentially available to 
a nation ( redit enablf,8 the transference of wealth from the 
savers to the users and thus facilitates production It helps 
in transforming idle capital into capital that can be used for 
actual prodwtion In this connection the following passage 
deserns quotation, because it brings ou f clearly the dm* motion 
between capital and credit so sharply emphasized by Ricardo, 
Vih and other classical writers — 

Then, 33 so often happens in Fconomics, a simple 
summation is made of the advantage of individuals, and credit 
com** to he regarded as part of tbe national (production) 
capital jn*t in the same war as a national protectionist policy 
is fallaeioii'lv conrtrned from considering the gains to parti 
cular protected industries It is evident, however, that m its 
simplest form, so far as production js concerned, credit cannot 
<hre<tly incr eo»e the act ml means of production which are 
potential! v at the service of a nation, but can onlv transfer the 
Tight to use the«e means from one member of the community 
to another 5 

In a modern mdn-tnal society, exchange is a necessary 
part of production Division of labour cannot be earned on 
without excliange , and without credit, exchange itself conld 
not be effected sufficiently to facibtate division of labour Thus 
under the system of mod< ra industrial society, a well-organiz 
cd system of credit is essentially one of the most productive 
forces of industry 

Though thi3 difference between credit and capital must 
be recognized it is still open to the economist to point out the 
different methods by which indirectly credit tends to angmeut 
production and also the accumulation of capital firstly, 
credit enables capital to pass into the hands of those who can 
put it to the most advantageous uses , and sttowlly, it Increases 
the amount of national capital available for production mas 
much as those whose savings are too zmall to be used alone, 3 re 
enabled to make an addition to the means of production It 
must be remarked that credit is very necessary for the full 
development of competition, and Instoncailv, it is an important 
characteristic of the progress of society from custom and 
status to competition and contract In a large majority of 


* Marshall, Ir.dmlrml Socuty, p 320. 
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contracts, iomo element of credit is involved , nnd therefore in 
directly nt 1< ast, credit increase* production inasmuch ni it 
bong* into operation tho«e fundamental economic forwi which 
are responsible for the freedom of contract find for the tendency 
towards unfettered competition 

Itn.UEWrn Ditttmimno nn \oiimf of CnrntT 
The elasticity, that is, the expansion and contraction of 
OTdit facilities, depend* upon a number < 1 lactors o! an economic 
and non-economic character hntly tin cfTrrt of trade anil 
industrial condition* !>oth at home and abroad upon the volume 
of credit is specially marked \ |>criod of trade prosperity 
nsuallv j romotes the volume of rrcdit while ba l trade condi 
tions create distrust and fear of thi future Thus there is a 
falling ofT in confidence with tin nnscqmnre that credit is 
contracted fatten dly, the inllueno of pnblic confidence nn<f 
general security must tie ftn««cd in tl is connection The vn«t 
superstructure of credit is quickly contracted with a falling off 
in confidence brought about tir a rtrtain event, for example 
by the outbreak of war, a seten earthquake tte Thirdly, 
the political outlook an 1 forugn affair* an serially impor 
tant, became they atlcct public coufidcnc* and have important 
repercussion* upon the f»elm« of sieunty Cn*dit receives a 
severe shock at the outbreak of a war, because of the resultant 
Uncertainty which induces bmkirs to redoeo their commit 
tnents and to strength* n tin if nurvis fourthly, specula 
tion oho has pot an important inlluenri upon th* state of credit 
inasmuch ns most of th» sp»culativi enterprises suffer first 
uben credit is contracted The cast of the collapse of the 
American secuntj boom of lU.o mui b« cited as a suitable 
illustration on the point /m<*Wv tin condition of the cur 
reney also afficts credit in a material depm A sound cur 
nnc\ system promohs the *1« mint of naitwitj into the credit 
Mechanism With a sound and ndeqnati gold backing, the 
banks can create credit to several tunes the actual cash re 
serves Under a sound currenrv systi m, bankers ean mam 
tnin a low ratio of cash to liabilities and thus they can extend 
their credit facilities \ bad and nn'ound currency system 
generates a spirit of uncertainty and distrust, which u respon 
sible f«r credit restriction to a great extent 


10 



CHAPTER XXVI 

Stock Exchanges 

The ‘Rock Exchange >3 i market where stocks and shares 
are bought and «old It ba* been described ‘ as the mart of 
the world as the nerve centre of tie politics and finances of 
nation* as the barometer ef their prospentv a-d adversitv , ‘ 
and in tn 3 nr other wav* the importance of the Stock Exchange 
lias been emphasized The epithet mart of the world ’* has 
heen u«ed for if be can e the commodities transacted therein 
represent propirtv in all parts of the world and also because 
•be bn* nes_ of the i?to<k Fxcbangt is more cosmopolitan than 
that of any o‘her market except thi money market This 
institution has been defined a» the nerve-centre of the politics 
and the finances of nation- because of the snecifie importance 
of the wares dealt with in tLu market and because of their 
effects upon the financial pobev of the leading banks A glance 
at the tone of this market suffice* to indicate the condition 
of 1 c finances) of a nation and for this reason, it has been called 
as the barometer of the adrerutv and prosperity of nations 
The ft tock Exchange is the organization of capital for in 
vedment «nd speculation jnst a? the banks arc the organiza- 
tion of capital for loans VH the capitalists and speculators 
are brought into (ouch with one another through the medium 
of the ^tock Exchange It provides a free market for the various 
kinds of securities and thus promotes investment of capital 
in business. The knowledge that shares and stocks can be 
freely marketed in the Stock Exchange enables perrons to make 
investments m them Most oeople would hesitate to part 
with their money in exchange even for the bet securities with 
out the facility of re'elling same m case of necessity The 
government of a eountrv is in a position to float loans easily 
through the medium of the Stock Exchange In its absence, 
tie State would experience a great difficulty in borrowing 
money 

5Ianv commercial a^d industrial schemes would be starred 
for a lack of ready flow of capital without the invaluable ser 
vices rendered bv the ‘'lock Fxchangp A person with a small 
income can practL e 1 hri f r in the expectation o' getting an 
income from hi? investment when his bank balance atcum elates 
to a decent figure A perron can also make an investment 
in a good security in the hope of making money through a rue 
in the market value of the security The knowledge of ready 
convertibility of the securities into cash m case of necessity 
acts as a fwwe'fcj todac-crnenC for people to make investment 
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m the securities of welllnown concerns of sound financial 
standing In fact modern industrialism owes its progress and 
present position large!' to the facilities provided by this 
excellent institution Joint stock entirprise would not hare 
been possible without tho <xi->tenee of the Stoclc Fxcliange 
institutions 

The rapid increase in national wealth is in a large measure 
due to the services of this* institutions masmii"li as they 
ensure tin sufficient} of funds for the various business and 
industrial concerns Thus the Ktoik rxchanges liave rendered 
a great help to the material progns* of the world Those 
markets facilitate the purclnse ind sale of securities at their 
real Values The real t due of a security dep< nds on its divi 
dend earning capicitx, on it** future possibilities and on the 
degree of risk behind it The dealers on the btock Exchange 
are very well inform* d with regard to the conditions relating 
to the securities eg their risks future prospects, etc and 
thus tho current Stock Exchange quotation is a fair measure 
of the values of such securitns 

It is not, however always true btcauso speculation 
and gambling pla> a large part in determining the market price 
of stocks and shares I also rumours an sj read at times to 
change the tone of the market and to induce hesitating pur 
chasers to buy or to cause nervous holders to dispose ol the 
securities Owing to many extraneous and non economic 
reasons, tho market prices of securities boar little relation to 
their real valnes and many times the uninformed umstors are 
left ' to hold the habv In other words they purchase seen 
Titles nt prices which bear little or no relation to their intrinsic 
■worth These divergences niav bo temporal-} onlv , bccan e 
sooner or later, tlie real sitnition must come to light, but 
in the meanwhile the tiDinfonned investor has to lose a good deal 
In the long run the inevitable adjustment takes place and 
their market prices tend to approximate to the real worth of 
tho securities At any particular time, the investing public 
an*l the market operators have an approximately accurate idea 
"with regard to tlio yield which should be obtained from tho 
various classes of investments The best or the gilt edged 
securities give some Yield while the yields of other securities 
are judged with reference to those of the gilt edged securities 
Thus in the long run, the prices of existing securities and of 
new securities tend to the level at which the yield in all cases 
is approximately the same 

The London Stock Exchange 

The importance of the share and stock markets necessi 
tates some description of the organization and working of a 
10 a 
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few important Stock Exchanges of the world The London 
Stock Exchange 13 a very highlv organized stock and security 
market Its origin can be traced to the speculative manta- 
between 1726 aDd 1 ? 00 , and the fonndation of the building of 
the London Stock Exchange was laid in 1>-01 Subsequently, 
it passed throogh many vicissitudes and gradually acquired 
its present position Its services during the war were excellent, 
when huge sums of money were raided to carry on the war 
The London Stock Exchange is in reality a building vested 
in certain proprietors, which is u=ed as a market for stocks 
and shares The proprietors or the shareholders meet there 
to deal in securities according to the rules laid down by the 
Committee for General Purpo'es and by the Management It 
is not regulated by anv charter or statute, and its business is 
subject onlv to the regulations as laid down by the Committee 
for General Purposes Thus its prestige and authority 
depend entirely upon the reputation it has established for the 
efficient and honest business methods 

It is a voluntary association of persons called proprietors 
holding shares in a capital or stock of £210,000 divided into 
20,000 shams The administration of the Stock Exchange is 
vested in two bodies, having separate and special functions 
of tfeir own One body consists of the Managers, who are 
representatives of the shareholder* They are the governing 
body of directors, and consist of nine members They are 
elected by tl e shareholders and three Managers retire once m 
every fire years They regulate admission mouevs, appoint 
all officials except the secretary and the official assignee, and 
generally manage and control the building 

The Committee foe Geseeal Punro-5ES 

The Committee for General Purposes consists of 30 mem- 
bers, who are elected by ballot by the members annnally on 
the 2oth of March Members of the Committee must have been 
member* of the Stock F xchange for a period of five years 
immediately preceding the day of election Every member is 
entitled to vote even thongh he ha3 not paid his subscription 
The occasional vacancies are similarly filed by a ballot of 
members and the members so elected are to hold office up to 
the 25th of March following The functions of the Committee 
are as follows — ■ 

‘ The Committee regulate the transaction of business 
on the Stock Exchange, and may make mle3 and regulations, 
not mconMstent with the provision of the Deed of Settlement, 
respecting the mode of conducting the ballot for the election 
of the Committee and respecting the admission, expulsion, or 
suspension of members and their clerh3 and the mode and 
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conditions in ami subject to winch tbi business of the Stock 
Lxchanpe shall be transacted and the conduct of tho persons 
transacting tin same and p*ncra!1y for tho pood order and 
government of t h* members of tin Stock Fxchange More 
over, the Commute* an intitlM from time to time to amend, 
niter, repeal such rules an 1 n pulations or nnj of tin m, and may 
make any new amended or 1 1 lifional ruJts and repulitum 
for nn> of the abmi mmti >ncd jurpo«cs Tin Comimttoo 
elect their own chairman ah l a Deputy Chairman an I also 
their stent iry Tl t litter hoi Is ofiicc durinp the pleasure of 
the Committee 

Tim Committee haTi wide powers an 1 thev ean oxp<l a 
member, w ho vinlat* s any n gul ition nloin-n fail to comply 
with 11k decision of tie C< mrnittee or who mar l>e guilty of 
disgraceful coultict Tl«\ «an ah>o cxjh 1 i nit inbcr who may 
net in n manner detrimental to the int< rests of the ^tock hx 
change Mcml»rs of the *-u<k I xching* einnot take their 
ca«es to law courts without tin jrtvious eon nt of the Com 
mitteo 

MFatippsiijp oi thi Iomion ‘'Tckk J xchvncie 

Then an about >000 m ndxrs of the I ndon stock Lx 
change V candidatt for uundienlnp must In ncominenled 
h\ tlire* uumlNrs of four years at mdinp Tin. litter stand 
as suntus up to tin extent of {Kiiind tivt hunlnd rich Tho 
intranet /<* is hti hiuidnd pi meas and tin innual subicrtp 
tfon amounts to 50 guineas In tic ease of oirtam mtinlurs, 
who hare Ihhh ihrks in tin Horn or tin Nttlmp Ilooi i for 
four year* onh two n common lations an necessary Tho 
entrance fe« is aL * a bit I* wi r 

\nv eandi I it* who has In on a l ankrnpt more than oneo 
» not (ntitl<-d to Income i number of the I ondon fetock Tx 
change The candidate base to purchase a urtam number of 
qualification shares whuh must b* done within six months of 
the election Tin memliers of th* 1 ordon Mock Exchange aro 
callc ! Jobber* and I rolert a future peculiar to the London 
btock Lxelnnpe onh V jobber cannot act as a broker and 
ncr rem a ‘-toekbrokers net as int< rniedunes between tho 
pul he and the jobbers and are liable as agents for their clients 
The outside investors cannot have direct dealings with tho 
jobbers and must pivc their orders to the stocUrokers Stock 
brokers do not usually deal m stocks for large amounts for their 
own profit The* pint rail} depend for their profits on tho 
commission which the} get frtm the public 


1 Poley V V llwtory Low and Pmeleeof the Stock. Exchange, 
Third Edition Itcxiaed p 30 
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When the broker receives his clients order, he asks the 
jobber to quote a price for the s< cunty concerned without 
letting him know whether be wants to buy or to sell it for that 
might tempt the jobber to vary the price a little The jobber 
would not, of course give an out of the hit quotation 
as the broker knows the market price almost ns well as the 
jobber does, but lie might vary the price by n fraction As it 
is, the jobber quotes two j rices one at which he will sell and 
the other at which he will bur Suppose it were the deferred 
stock of company \ an 1 tin jobber might quote 100 101, 
meaning that he would buy the stock at 100 or sell it at 101 
This quotation might be subjiot to haggling and bargaining, 
and eventually the quotation inav he 100j 1001 Tho broker 
being satisfied with tl e qu«t \tion may net is n buyer for so much 
stock at lOOf This does not mein tint the jobber would deal 
in any abnormal amount of stock and then, are limits for this 
purpose The transaction would then bo noted both by the 
jobber and the broker m tlicir resptctive noto books Tho 
price at which the business has been done will then be marked 
on a board provided for the purpose so that tho same may 
appear m tho next edition of the Official List 

The broker will then forward a contract note to his client 
This note hears the date of the transaction, tho name and 
address of the broker aud tho statement that the stock has 
been purchased at the price indicated The client has also 
to pay brokerage stamp duty and registration fee, for which 
there is an item in the contract note 

Transactions for account are to bo settled at the next 
settlement day The Stock Exchange settlement extends 
over four days (1) the Mining Contango Day (2) Tho General 
Contango Day (these days are known as continuation or 
carrying over days) (3) the Ticket or Mmo Day and (4) the 
Settlement or Pay Div The Contango Day is the day on 
which members, who wish to postpone settlement of their 
bargains, carry them over to the following settlement On 
the Ticket Dij , the purchaser has to giro a ticket to the seller 
of the security Hus ticket bears the name and amount of 
the security, the name, address and description of the trans 
feree that is, the buying member s client the price, the date 
and the name of the member to whom the ticket is issued This 
ticket is a demand for the delivery of the secuntj purchased 
On the third day tho securities are delivered and paid for 

There is ft special settlement fixed by the Stock Exchange 
Committee for the bargains m the scrip and securities of a new 
loan or a company Before tho Committee fixes this day, the 
new company, in whoso shares the bargains have to be settled. 
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lias to comply with certain formalities to the satisfaction of 
the Committee 

Some Techmcal Teems 

Butt — The Bull is known as TqncaUa on the Bombay share 
bazaar lie is an operator on the Stock Exchange who bays 
stocks or shares m the hope that there will be a rise m their 
valne before the next settling day and that by taking delivery 
at the cheaper rate at which he has agreed to bny and deliver 
mg the same at the higher rate he will make a profit If a 
speculator thinks that the price of certain “hares quoted to-day 
at Ps 100 each 13 hkelv to go np by the next settlin'* day, be 
agrees to bnv 10 shares on acconnt In ca^e the price goes ap 
to Ps 110 per share he can make a profit of Ps 10 per share 
minus brokerage inasmuch as lie can take delivery at Ps 100 
and sell them at Ts 110 The Bull is thus optimistic and 
he believes that the price will rise 

Bear — The Bear is known as J/undnrafla on the Bombav 
share bazaar He sells stock wbicb he has not got in the hope 
that he will be able to bnv it at a lower price before he is called 
upon to delirer it He is thus pessimistic and believes that 
the price of the securities will fall Having sold stocks or 
shares which he does not hold he is anxious that there shonld 
be a faL in their price so that by the next settling dav, he may 
be able to bny them at a lower price and thus realize a profit 
If he agrees to sell certam shares at Ps 100 per share on the 
next settling dav and if at that time tbeu- prices register a fall» 
say to F3 90 per share he can make a profit of Ps 10 per share 
minus brokerage bv taking delivery at Fs 90 and selling same 
at Ps 100 

Staff — The Stag is a speculator on the Stock Exchange 
who applies for shares in a new company m order to sell them 
at a profit He never intends to hold or ercntually subscribe 
for the shares The ordinary applicant who is not a Stag 
applies for securities to keep as an investment When the 
securities are to be in great demand the btog frequently 
applies for them for a larger allotment than he could posnblv 
pay for He assumes that only a small proportion of the total 
applied for will be allotted to him and if he can sell at a premium 
the more he is allotted the better for him The existence of 
a large number of stag transactions shows that the price of the 
securities wall fall soon after they are issued, although at the 
time of issue, the demand mav be enormouslv in excess of the 
supply This fall is caused bv the steady selling of securities 
by tl e Stags who had formerly created a fictitious demand 
for tl em 

Carrying Orer - — This is a term applied to the arrange- 
ment by which the parties to a Stock Exchange bargain 
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postpone payment or delivery bv continuing the transaction in- 
to the next account If a Ttall find*. that the prices of tlie securi- 
ties which he has agreed to purchase have not registered an 
advance, he can continue the bargain as he certainly does not 
desire to pay for them The actual procc^ of arranging this 
lies m selling ont tho secnntv and then repurchasing it both 
the sale and the repurchase being done it the mating up price 
It is fixed at each settlement In the clerk of the llonce If 
the current price on the settling dav is 9a 99, the middle 
pnee Hall be tho price for sreh carrying over The original 
contract will thus be eancolUd at and tin difference between 
the making up price and the price at which the null had pur- 
chased the security, that is 1 1 per share has to be paid by the 
Bull to tho jobber, and a new contract for purchasing tho same 
securities is entered into at J*« per share In the ease of 
tho Bear, having «o1d stock he dots not possess, lie 13 able to 
continue his bargain , because he has no intention of gmnff 
delivery at the settlement If the price has gone up, the Bear 
has to pay the difference between the price at which he bought 
and the settlement making up price 1 urthcr, to enable ham 
to go on to the next settlement, bo has, as it were, to borrow 
stock 

Contango — A Bull who carries over his bargain obtains 
advantage because he is allowed to postpone payment for the 
security purchased up to the following settlement, and for this 
facility he has to pav a charge known as contango This 13 
absolutely different from the difference that ho has to pay 
between the making up price and tho original purchase price. 
The contango rate is also referred to as a rate of interest, though 
it is not wholly of tho nature of interest inasmuch as tho carry- 
ing over does not merely consist in postponing payment, but 
it also postpones dehvery of the stock This charge vanes 
with the rate of the money market, or with tho market condi- 
tions in that stock 

Bacltcardatton — Tho allowance made bv the seller to tho 
purchaser 13 known as Backwardation There is usually a 
backwardation when the speculative sale3 have been more 
than tho floating supply of the stock The Bears are then 
obliged to pay back in order to borrow the stock in place of 
receiving interest on their money, which they practically 
advance against the stock It is a sort of penalty imposed 
by a Bull clique upon the Bear when sales have been made la 
excess of the stock on the market 

When the demand of tho buyers for loans to pay for tho 
stock they have bought is balanced by the demand of the sellers 
for the same stock which they have undertaken to deliver, 
there is neither a contango rate nor a backwardation rate. 
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■Under such circumstances, the buyers or the sellers hare to 
par nothing for carrying orer, and the rate then is called seen 
The existence of a big Bull account or a big Bear account 
has an mjj ortant effect upon the market The former course 
weakens it and the latter one strengthens it T very Bnll is 
a prospective seller and every Bear a prospective buyer Thus 
prices mav ri't while the Bulb are purchasing , and they mar 
fall while the Bears are Belling but sooner or later the move 
ment in the oppo«ito direction must begin 

Bull Campaign — When the Bulls by concerted action 
disseminate stories favonrablv affecting the stock they may 
bring about a ng The artificialitv of thi3 state of the 
market becomes evident when the time for selling cornea in 
The position may become delicate from the point of view of 
the Bulls and consequently, some Balls mar be compelled 
to dose their accounts at a loss They are known as Stale 
Bulls Tims a ^Uile Bull is one who has held on for some time 
without an opportunity of realizing a profit 

Banging a Market — By concerted action, Bears may 
openly offer securities at decreasing prices m order to lower 
down their prices By spreading such news, the prices may 
actually be brought down to a level not warranted by the 
intrinsic worth of the securities Tins is known as Banging 
the Market or Bear Paid \t the end of the raid, the position 
of the Bear becomes very awkward lie may find it exceed 
rogly difficult to obtain the stock which, haring sold, he has 
undertaken to deliver Prtus begm to nse and the Bear 
Corenng or buying bael, onlj enhances tbi3 upward trend of 
prices The stock then mav be unobtainable the bears are 
then cornered Unless a bear so situated makes terms with the 
party to whom he has sold the stock, or with some one else, he 
cannot meet his engagement lie is then known a3 a Lame Duel 
Buying tn and KtUing-out — These expressions are fre 
qnently used on the btock Exchange If the securities are not 
delivered within the time limits fixed by the Committee the 
buyer can give an order to hi3 broker to buy in against the 
jobber, and similarly, a seller can sell out if he does not receive 
a name in order to complete the sale This is done through 
the off cials of the Buvmg in and fcclUng-ont Department of 
the London Stock Exchange These officials are appoint 
ed by the Committee for General Purposes, and they must 
do the buying m or selling-out publicly These securities 
will not be bought in, if they are out of the control of the seller 
for the payment of calls or the receipt of interest, dividends, 
etc , and on being aj plied, the Committee will fix a dav for this 
purpose The Committee can suspend the buying in of secun 
ties, when they regard such suspension desirable in the general 
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interest , and during such suspension the liability of inter 
mediaries continues unless the Committee determines otherwise 

Options — Thia is a method of speculating under which 
the gams are left unlimited but the loss is bruited to the amount 
paid for securing the option The\ are of three kinds the put 
option, the call option and the j ut and call or the doublo option 
The put option entitles its possessor to sell to the other parts- a 
definite amount of stock at ft certain price If a speculator 
thinks that the price of certain shares with a face value of 
Rs 100 each, is likely to fall ho mar agree to sell 10 shares 
at Its 100 each and ho will pay say rupee one as option 
premium If on the next settlement day the price falls 
to Ls 90 per Share, the bear sp Culator can get a difference 
of rupees ten per share minus the option premium Thus 
on the ten shares he makes a net profit of rupees mnetv In 
case the market value were to go above I s 100 ho would not 
exercise lus option anil lose the option monov The rail option, 
on tho other hand is the option to purchase securities This 
is exercised by a bull speculator In case tbe price of tho 
security rises the profit of the speculator consists of the excc, s 
of the market price over tbe price at winch hi hail agreed to 
exercise lus option minus the option premium Suppose that 
V exercises his option for purchasing 10 shares of Its 100 each 
and pays rupee one as option premium per stem If the pneo 
on the settling day rues to Its 110 per share las profit consists 
of Ps 90 , whcrea3 if the price goes down to Its 90 per share, 
ho would not cxercuc his option and would merely lose the 
option money 

Put and Call Option or Double Option — The double option 
entitles its possessor to exercise the oj tion either way at the 
prices fixed for the put and call options respectively la this 
case ho has to pay doublo the premium Thcso transactions are 
entered into only for tho«o securities whose prices are subject 
to violent fluctuations 

Call of More —Tins combines a Hull transaction plus a 
rail option transaction for an equal amount When a «i>eca 
lator thinks that the price of the security in which be wants 
to deal is likelv to go up before tho next settling day an 1 ho 
does not vrint to take a great n«k, he niftj act as a me re bull 
speculator for, say, 30 shares and can exercise call option for 
another ten shares If the pneo goes up to 1 s 120 per slum 
his profit consists of Ps 1*10 that is R« 100 on the Hull tram 
action and Is 100 minus 1 3 10 on tl e call option trrmc 
tion On the other hand H the market were to move against 
him, sas, the price goes down to Its 90 per share his loss 
comes to Ps 310 onlv, that is, R? 100 on the Bull transaction 
an 1 tho loss of option monev on the call option transaction. 
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Put of More — This transaction combines a Bear tram 
action together with a put option transaction 

The Cover System — In the case of this type of transac 
tions so mncb p«.r cent or per share is given to a broker by a 
speculator with instructions to enter into a Bull or Bear trans 
action the lmjlieation being that if *he prices more aga nst 
the speculator and the loss comes up to the cover mon»y the 
transaction is to he closed Thns the lo s never exceeds the 
cover mom y In case tl e speculator wants to wait he has 
to deposit an ad litional amount of money If the market 
moves in favour or the client the cover money is refundc 1 with 
the profit It may be remarked that the option money i« not 
returnable in anv case and herein lies the difference between 
an option transaction and the cover system 

Amortisation — This term signifies the redemption of bonds 
shares and other commercial paper or secunMen by means of 
annual drawings from a sinking fund or the complete repay 
ment of a loan bv a single payment out of some special fund 
set a«idp for the purpose The interest on such bonds with 
drawn is added to the sinking fund thereby increasing the 
next amount amortized The repayment takes place by (Iran 
mgs at par or comettme* by purchase in the open market 
■Generally amonisation takes place once or twice a scar 

Authorised Clerks — These clerks are authorised accord 
mg to the rules of the Stock Exchange to transact business on 
behalf of their principals on the Exchange while unoulhor 
t td clerks are those who accompany their masters on the 
Exchange in order to check the bargains for tl em and to assist 
them generally 

\r (raging — This term is nsed on the Stock Exchange to 
denote the operation of buying or selling stock to reduce the 
average loss upon an original bargain when the price of tho 
stock goes against the operator If £ 500 of stock i 3 purchased 
at 90 for the. rise the buyer paving £ 1»0, and the stock falls 
to £ 81, tho buyer can buy an equal amount of stock at £84 
Then he has the stock at 87 In the event of a n«e t he cm 
«lear his purchase at a little over 87, thus avoiding a loss 

Balance Certi dcate - — When a bolder possessing a single 
■certificate for the lot, sells a portion of his shares the company 
in receiving the deed of transfer and the certificate makes out 
a certificate of the transferred shares and a second certificate 
lor the balance which is retained 

Boom — V pt nod of extraordinary activity with a rinng 
tendency of pnees 

Bucket Shop — This is a slang term nsed to denote the 
•office* of outside brokers 
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Close to Close — This Is a price made by jobbers when 
dealing 3|<f or 1 04 either side of a pnco For instance, 1/16 
to | close to cIoro means it G|d to 2* 2$d , at winch prices 
the jobber would bo prepared to buy or sell 

Consolidated Annuities — Tins is a term applied to the 
consohdation of annuities into om common debt 

Consols — A combination of the terms consolidated funds 
and consolidated stock 

Corner — This term refers to the operations of speculators 
through winch they obtain the whole or the greater part of the 
floating stock Hie Rears are thin forcid to buy back the 
shares at the pnc< th it tin Bulls allow them The Bears are 
then cornered If tlic Bulls kw pa ti„ht hold on tho market 
and tho prices ri«o in Mich w i»i that (lie Btars are obliged to 
pay heavily for sc curing them thij are thin said to be equeemg 
the Hears Whin till Hi irs sinned in bringing about a fall 
in the prices of s (Unties it is sjoktn of ns a Hear Ha id 

Cum Dividend — When tin { net quoted includes the 
dividend that Has bun di eland or is about to ho declared, 
it is known as cun dm fen ( 

Ex Dividend — Allans without dividend 
Cum Drawn/] — The firm nftrs to the dealings in bonds 
at or near the turn when the drawing takes place The secun 
ties art soil with anv benefits that may arise from the draw 
ing, and the bujtr receives tin profit if the} aro drawn for 
repayment at par or at a pruntum 

Cum A fir — Cum lights — When successful joint stock 
companies issue a fresh batch of shares, the same can command 
a j remiuin m the i { cu market The existing shareholders aro 
usuallj given the right to claim any new shares that may be 
issued fetich shareholders can sign a letter of renunciation and 
there b> si 11 their right to tho allotment of these new shares 
in the buyers favour Tho existing shareholder can then 
secure the premium on the new shares without incurring the 
liability for pnj ment of their amount to tlie company When 
the original shares arc 60 ld with tho right to claim the allot 
ment of the new shares, they would bo sold cum new or cum 
rights 

Ex all —These words signify that the dividend, bonus, 
return of capital or right to claim new stock is retained by the 
seller 

floaters — Bearer securities accepted as securities for 
loans 

Gilt edged securities — Securities that are considered to be 
absolutely safe as means of in vestment 
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Inustmeit Sfoejt — Securities selected by the borers as 
means of permanent investment 

limited Jfarlet— ' Where there 13 a difficulty of doing 
business freely 

Plunger — \ reckless speculator 

Big — Piogtng the Jfarlef means the forcing np of the 
market value of a security without any re'crence to its real 
value 

Sag — The slow dwindling of the prices of securities owing 
to an absence of business 

(Scrip —It is a kind of certificate containing the nnmber of 
bonds or shares token np by the subscriber a receipt giving 
the amount paid be the subscriber for tbe first instalment 
T! e amountB and dates of *he instalments vet to be paid are 
also given It is exchanged for the bond on pavment of all 
the instalments 

StUing f>hort — Tbe term refers to the case of short sales 
Speculators are said to be short of stock when they have «old 
what they do not possess 

&hake out — The term refers to a temporary reaction m a 
rising market and it denotes the shaking out of weak Bulls 

TaUng in ktoeh — Taking in stock and giving on stock 
are the ievcr«e positions of people who arrange a contango 
The Bear is the taker and the Bull js the giver Money lenders 
who advance money for the account on stocks and nharcs are 
the takers m In continuation or carrying over the taker 
in of stock becomes the purchaser for the current account and 
he is bound to deliver back a like amount of stock on the 
ensuing account 

Tape Prices — This term refers to quotations on the Stock 
Fxchange as recorded on the tape of the instruments of the 
Exchange Telegraph Company 

Time Bargain — This term means a contract for the future 
■delivery of stock, the value of which cannot be ascertained 
It also refers to a contract for differences on the Stock 
Exchange 

The Bombat Shake Bazae 

The official designation of the Bombay Share Bazar is 
Ihe Indian Share and Stock Brokers Association Formerly, 
■only the natives of India could become its members but now 
admission is thrown open to others also The Bombay Stock 
Exchange Enquiry Committee in 1923 made the following 
^fcTOnnne'ti&ations regarding the business methods and prae 
tices of the Bombay Stock Exchange *— 
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(1) There should be a change in the policy of the Associa 
tion regard nut corners 

(2) lading the above, all forward dealings m stocks end 
shares in the City of Bomba v were ri commended to bo prohi- 
bited by Ugiditiw enactment 

(3) The old rub a empowering the \ssociation to inter 
fcrt and fix rates in cj i o[ v contimplitod or existing corner 
in anv of tho stri|s d< lit in on the Bomlm ^tock Exchange 
wen reeom mend oil to In abolished as in the opinion of the 
Committee they win mire pdliatms 

(4) Suggestions wen il o unde for the modifications 
of rules rditing to thi powirs of the Committee of Manage- 
ment, liolidivs i losing of the 1 xchange for settlement, mark 
mg of bargains eti 

Tlie Bomlm Scuntus Cmtraits Control Act was passed 
in 1923 which applns to the whole of the Pr< snlencv of Bombay 
\nj Stock 1 xclnngt can now apply to tin Govirnor in Coimcil 
for recognition mid whin *o recognized, tin same has to make 
rules subject to tin sanction of the same authority regarding 
the control anil oj oration of the Exchange powers and duties 
of the governing body settlement* of disputes between members, 
punishments of defaulting members etc Evcrv contract for 
the purchase ami sale of securities oxapt a ready delivery 
-contract is to be roil unhss the same is subject to tho rules 
referred to abovi and that too between the membera or 
through members of a recognized Exchange No claim for 
fee, commission, etc , is to hi allowed in any Civil Court m the 
case of such void contracts 

JIombvt Stock >\ciuw Bulks 


Natives of India and British subjects having resided in 
the Bombay Presidency for tin last ten years preceding the 
date of membership can become members A candidate for 
mcmbcrsnin has to be recommended by two members of at 
least five years standing Nono of tho two recommending 
members shout 1 l* a member of the Board of Directors The 
candidate should obtniu a nomination in place of a retiring 
member, or he mav applv against a card in the hands of the 
Board of Directors The election is by ballot and 
should be carried by a majority of not less than three fourths 
of the members present, at a meeting of the Board of Direc 
tors which must be attended by not less than one half of the 
total number of members of the Board The annual subscrip- 
tion is 3 s r * and the entrance fee is V 3 30,000 in the case of a 
member other than tho one nominated 

The Board can exercise disciplinary powers of expulsion 
■under the following cases — 
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(1) Unworthv conduct, conviction for any criminal 
offence breach of rules, etc 

(2) A member of the Board having a direct or indirect 
interest in a rmdicate bear or boll, except as a broker, can 
al o be expelled 

(3) When a member is adjudged insolvent 

(4) Fines can also be imposed upon a member for any 
breach of regulation bv a resolution of the Board of Directors 

Caed op 3lEHBEK«niP 

The right of membership as indicated by the Card is 
entirely a personal right and cannot be assigned pledged or 
transferred to any one else The can! along with all the rights 
and privileges of member>hip vests in the Association when 
a member is declared insolvent The Board of Directors can 
dispone of it in anv manner they deem fit The proceeds of 
the sale of the card have to be applied in the first instance to 
satisfy the iiabditv of the member concerned and the balance 
goes to the funds of the \$*ociation 

AtTUOFISED and U>ArniOEi5ED Cleeks 

A member of the Bombay Stocl Exchange can employ 
four anthon«ed clerks, who ton«t not be members of the 
\s ociation A partnership firm can employ 7 authorised 
clerks These clerks ran make bargains on behalf of their 
employers in the litters name The members are liable for 
all bargains made by snch clerks on their behalf Authorised 
clerks wear a badge of the Association Unauthorised clerks 
are not entitled to admission to the Mock Exchange Market 
in Bombay 

Afeiteatiov Cojishttee 

The Arbitration Committee consists of sixteen members 
Under the rules of the Association all disputes are to be referred 
compnlsorOv to it The Committee appoints two of it3 
members as arbitrators from whose decision there 13 an appeal 
to the Arbitration Committee within seven davs of the receipt 
of the award bv the parties concerned The decision of the 
Arbitration Committee is final and binding on the members 
of the Association bnt where the dispute 13 for Bs 1,000 or 
more, there is an 3pp<al to the Board, whose decision i« of 
course, final 

Depacixxes Cojnixmx 

The Defaulters Committee, consisting of six members 
deal3 with the ca.-es of those members who have been declared 
as defaulters in the open market and who are nnable to fulfil 
VheiT engagements on the Stock Exchange A member is 
declared as a defaulter by the Board on application from a 
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creditor of the* defiulter or on rmipt of a complaint from 
the Charing ll(*u«e An in*oln nt j* rson is ip$) facia declared 
a defaulter 11m Commute* investigate into the state of 
affairs of the ih flatting in* mix t an! calls upon him to flic n 
written station nt coot iimn„ a list of hn nssits ami liibih 
tie Tin assits are tlm distribut *1 bv Hu. Committee pro 
Mia among tin mditor nuuiln.ni of th \s«omtion accord 
1ns to tin ir admitted rl uim 

In case of t lit tr Pud wh*n prices of shires or stocks are 
unduly ilepre* <il in u count of nikl**- 5 short sal s, the Hoard 
ran suspend all forward lunnevs l»j i n ulution of rot h*s 
than on* half of th* r> of the Komi at a special meet 

ins “it ninth not less thin thrs fourths of the total members 
an. pre*t nt All tran'ie turns !h f »r* (hi <! it* < f Rnspen-ion must 
ho uitfcd hr ilclmr} of so* unit *s uul > i | mmnt of mon*v 
on the settling daj links* the I uni exten Is the turn therefor 
br a resolution in hk« minnir It my i*< ni ntiomd th »t the 
llomhar Stock 1 xchunge J nquirj Commute* ha*! recommend 
«l that the short sellers shuull Ik left to | iv thi pemltv in 
tie absence of fraud onl that contracts in tolling purchase 
and sal* of securiti** shout 1 l>e settled bj it hterv of shares 
-and bv pivment of jmri.li:i«t price 

1 1 cai ino ll0L-*ir 

The Bomb»v ‘M* ck bxchange. has a Clearing House hko 
the principal ‘'link hxchanps of the world Its mam func 
tion is to act as the common agent of the members in settling 
transactions h< tween th.m bv paring anl taking delivery of 
securiti* s nnd making an 1 am pting paym* nt for thi same and 
clearin'* tlio differences Its mam obligation is to facihtato 
Iho transfir of secuntics and documents in rilation thereto 
between the puriliastng and silling members Only tho 
members lim a right to settle contracts through the Clearing 
House All forward birgams in certim specified securities 
arc to he cliarcd throtigli the Clearing House. 


blMMAlT OP MlIN UNCTIONS OF STOCK ErcnA’SGtS 
It is tints clear that Stock Exchanges are institutions which 
render the capital of a countrj more crheiuit than it would 
J>c otherwise Their mam functions may be summarised below 
“(aj Thev make investment easy 
(61 Ther make withdrawal from an investment easy, 
nnd, in so doing, make capitalists more disposed 


/el They brin" together all classes of investments, make 
clear their disadvantages, and so appeal to all 
ebsses of investors, eg, those who wish above 
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all security those who demand a chance for large 
returns those who can wait indef mtely for returns 
of attv sort etc 

(d) Thev male the properties represented in stocks and 

bonds perfectly available 33 a basis for loans 
(Banks will readily accept finch bonds and stocks 
as security seeing that thpre is a eont noons and 
unlimited market where these properties can be 
dispo'ed of at almost anv moment ) 

(e) It is worth noting that the stock, market furnishes 

government with the best -nailable clue to the 
value of corporate properties when these are needed 
for the purpo»e3 of taxation or social control 1 
MAIN ADVANTAGES 

(a) The ^tock Exchanges give mobilitv to capital In 
their absence the securities of business concerns could not be 
I laced to advanta- r e in markets The mob litv of capital would 
be meagre if the holder of securities dil not know that he 
toul 1 take them to the Exchange and sell tl cm The publi 
citv at the Stock. Exchange enables the holder of the security 
to know the opinion of the mo e t competent financ ers 

< h ) Thev afford a te*t of the utility to tl e community of 
the concerns which solicit the support of the investors 
When the «ive tor finds that the shares of a certa n concern 
are going up m value he knows that the public has a great 
demand for such concerns and that an investment 
in ilem would prove prof table Tie investor gets all this 
information w the form of a earefnllv prepared table 

(c) Tl e Stock Exchange JIarket is the great governor 
of values It is a guide which points t? e finger to where the 
capital is greatly in demand and where it is not In the ab ence 
thereof a great n i« lirection of capital and energy wonld take 
place 

(d) The Exchange exerts a very important influence 
upon tl e money market The pos ess on of a large ma»s of 
saleable securities provides a guarantee against a severe 
n oney panic The banks can call in loans when there is a 
sudden pressure for money The holdings of foreign seenn 
tics can be sold at a moment a notice and gold would begin 
to flow In Thus at certain times cri es can be prevented or 
the r force can be broken when they can be anticipated if 
they cannot be prevented 

It cannot however be doubted that these benefits do no 
always now from the fcto ck Exchanges As has been noted 

* Marshall Indutlnal iocttOj y 2&1 
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already , 4 they sometimes lead to speculation of the worst 
type, winch might eventually lead to trade crises and financial 
panics They encourage gambling and bring rum to many 
investors and banking institutions, who finance the specula- 
tors A proper type of control is thus necessary if they are to 
be purged of their worst evils 


Cf. ante pase 291 of this Chapter 



CHAPTER 'VXTII 

Index Numbers 

It freqnentlv becomes necessary to analyse movements 
of prices in order to discover their causes The prices of gome 
commodities mar go op while tl ose of others may go down 
or remain etetionarv Different causes act on the movement 
of the prices of different commodities There may Ik 1 a n «0 
in tl e priei s of some commodities because of a fall in produe 
tion without a corresponding decline m demand or because 
the demand may increase, supply remainin'? the same 
Th« changes in the purchasing power of money may also 
bring about inverse changes in prices 1 

To find ont the general level or trend of prices, the 
method of index numbers is resorted to A few commodities 
relevant to the object m viewmav be selected, tbeir prices for a 
particular ye-r noted and the prices of later years of the same 
commodities expressed in relation to them, usually by stating 
them in terms of a percentage Thus the average of the 
fluctuations in the prices of such commodities in terms of a 
percentage is called a price index number 

An example will best explain the constrnctmn of index 
numbers Suppose that on Januarv 1, 1929, the price of wheat 
was Fs 4 per maund of cotton 12 as a seer of ghee Rs 2 a 
seer and of salt Ps 1-8-0 per maund These are called the 
base pnees Suppose that on January 1 1932 the prices of the 
four commodities were Ps 2-8-0 for wheat 8 as for cotton, 
Pe 1 for ghee and Re 1$ for salt Then the actual prices, 
and the percentage relation between them would stand thus - — 
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The index number was 400 for 19 ’9, and fell to 202 4 
for 1932 reduced to the arithmetic mean, the index number 
for 1929 was 100 , while that for 1932 became 65 6 This 
shows a fall m prices of 34 4 per cent or, in other words, as 
the word index implies, it indicates a fall in prices 

If, now, instead of fonr commodities a hundred or more 
were selected in this manner thirc should be some confidence 
m the indication obtained as to a general change iu prices 
If the summarized result shows a fall of fifteen or twenty per 
cent m the index number it is fairly certain that most com 
modities have gone down m price This may also be due to 
the fact that 50 per cent of the commodities may have gone 
down in price, while the other oO pir cint mai have gone 
up, though onlv slightly But an exanunition of actual 
changes, even a cursory one almost always shows whore a 
marked change has occurred in m index numbi r that the large 
majority of prices have moicd m the one way indicated The 
mdex number serves, then fori to point to a fict — that on the 
whole prices have moved in one direction 

Sometimes the freighted arithmetic aicrage is used as a method 
of calculating index numbers The relative importance of 
different articles is tnhen into consideration or to put it in 
technical words, the articles an weighted 1 or instance, a 
change in the price of wheat is of mud greater importance 
than a change m the price of cotton If wlicit wcri to double 
in price, the purchasing powir of a given income would bo 
seriously affected, if cotton win to double in price much less 
The varying importance of different commodities is taken into 
consideration in the construction of an index numbir by assign 
mg weight to the commodities m the proportion of their 
consumption If a community spends four times as much 
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of its income on wheat ns on cotton the former may be counted 
a 1 } if it were fonr articles and the latter as If it were one If 
twice as much is spent on ghee as on cotton ghee mav be 
counted two articles , while salt on a similar assumption may 
lv counted as three The i nces used m the original iBnstra 
tion would then l>e made np into an index number as abort 

This weighted average indicates a fall in prices from 109 
to f( 6 whereas the simple arithmetic average indicates a 
fall from 100 to G5 C only 

Other irodts of reaching the index numbers arc the 
g onittnc nj«an the median and the mode The advantage 
of tilt geometric mean over the arithmetic average is that it 
tends to nullify tie effects which items of very large magnitude 
lavt ui on the average and this i3 important when soch 
extremes arc few in number as compired with the remainder 
of the data 

It n calculated in this manner if the number of items 
in a «enes « the items are multiplied together and the nlh 
root of the product is calculated If it is desired to obtain the 
average of the magnitudes, 2 3, 4, 5 C, 7, 8, 9 , 10 and 131, 
the arithmetic average would be 

--*-3— 4~o-'-6-r7-r 8-*-9+10 — 181 , . . 

— Jo 23 o a result which is not 

representative because the extreme item 181 has pulled up the 
average very much The geometric mean would give us the 
following — 

10vCx3 X 4 X j X C X 7 x 8 X 9 y 1 0 X 1«1 = 7 6164 thus 
bringing the average within the range of the majority of the 
examples in the data, and so making it more representative 
The geometric mean is always lower than the arithmetic 
average It is very difficult to calculate and unless some of 
the extreme Hems are of considerable magnitude, the results 
do not very much differ from those obtained from the use of 
the arithmetic average 

Thp median is obtained, not frv averaging, but by ascertain 
ing midwav points The several pnee quotations for any 
vear (reduced to a uniform basis as in other methods) are 
arranged in numerical order, and the figure standing m the 
middle of the series is picked up Thig is how the index numbers 
are made up by the use of the median 

It ha3 been found by experience in the application of the 
■various methods to the same sets of figures that the simple 
arithmetic average when applied to a fairly large number of 
price quotations, gives substantial!! the same result* as more 
refined methods When there are a very large number of 
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articles in the list, «omt of miuli import met some of little 
it u uolEXc lv that the pncis of ill the import int uttclea will 
finctuato m one directum while tlio e of oil tin ummportint 
onn m another. If the \ iltl so weighting would be. very 
neceesarj. Rut it i* \»rv lih«l\ tint tin fluctuations woull bo 
distributed among the mi ml e! esses m much the sum way 
4 tn unusual change In the priee i f i pirticiil ir article win ther 
»t be eon«nnud in large amounts or in small will not affect 
greatly an average made up from mm inec quotations \nil 
to practice It lias been found that tin simple unweighted 
average brings results not very different from tho e obtained 
after weighting ’ 


Certain precautions inns* be tik«n m tin construction of 
Wdex numbers 1 irsilv, tin ba« rio 1 should be fns from 
abaormolities In plan of i J irtnulir mr J innol of ten 
may bo sole deal n» the bi-. veur Ihe 'd ibtf hi 1 nghnd 
ba<ts its comparison upon tin pnets wliuh were ruling in the 
Tl "irs 18(57 to 1877 , while the t vnomut originally based 
its numbs r on the average prms ruling dnnn„ tin period l*4a 
‘0 1*150 I.ut when the tnehx number was reused ill l*»ll 
the average prices rilling during the nod to 11 H)> were 
tf Kctcd in place of the original b t*e p* nod 

Vcondly, care should In taken m the selection of tlio 
<W»moditin the index of who«e prices is to be obtained This 
de.pe.nd upon the object in view For a general irice 
uxlex, a large number of commodities an to be selected The 
index number of the hcononust now includes forts four articles , 
’"bile that of the Hoard of Trade is compiled from the prices of 
“0 fewer than 150 commodltie s or classes of commodities The 
Financial Times’ Weekly Inelix Number calculated ou tho 
yhaln Rage Method, consists of 73 items 

Thirdly, the selection of the wholesale or the retail prices 
18 also important According to the Rowhy Robert sou Com 
aittec Report, * The mam uses of index numbers of wholesale 
prices are in rt Lat ion to n itional, not to local, economic problems, 
f n4 for tlio study of ge ntral tendencies They »ro c ®° 8 * {* 

la relation to the movement of currency, exchange , of ^holesalo 
Prices in other countries, and of indices of production, a a cs, 
detail prices, etc , in each country Further, thcr form one 
«Jthe most important indications of the general nioTement of 
‘be trade cycle through its various phases But m the 
of tlm Lst o/Ltrnig Index A umber, where an endeavour 
J* made to obtain an indication of the Sd 

of prices nj»on the cost of hying, the retail prices must be used 

, a Uowlei Robertson Committee Report 
""““iif census of India, 1034, p 44 


A Scheme for 
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Petail prices rarv m different localities and the standards of 
living of different classes of people also differ m the same place 
In the cost of bring index number, therefore, ordv those com 
modifies should be nsed which enter into the consumption of 
the class o f people whose cost of bring is to be estimated 

In Fngland the principal effort to construct a Cost of 
Living Index Number is that of the 'Ministry of Labour , and 
this was the basi3 of many of the claims for increased wages 
made by the English labour organizations during the war 
The object of this Cost of Living Index 'Number is to measure 
the average i ncreas* i« the cost of maintaining the Pre tear standard 
of tiring of the Working Classes in England The items included 
m the statistics fall into five main groups, n , (1) Food , 
(2) Pent , (3) Clothing (4) Fuel and Light , and (a) Sundrie® 
Uses of Itdex Nuj*bees 

Index numbers can be put to various uses The Cost of 
Living Index Number in England has been the basis for adjust 
menfs of wa^es in various trades in that country IVhencver 
there 13 a difference of opinion between the representatives of 
labour and those of capital regarding the pavment of wages 
tl e matter can be settled bv the help of the cost of bring index 
numbers In «uch cases the retail prices of those commodities 
wLich enter into the con«nmption of the working classes m a 
particular loc-abty should be taken into consideration 

The Laniers Moga me in England compiles an Investment 
Index Number which is of great help to tbo3e interested m 
the Stock Markets The basis of the number was the capital 
and market quotations on December 31, 1921, and the average 
prices of each group were equated to 100 The average market 
value for any particular date can then be compared with the 
base figure, and the percentage of increase or decrease 
ascertained 

The whole sale price index nnrobers indicate the general 
trend of price* The quantity of moner in circulation 
can lie regulated with reference to such index numbers If 
the index number of wholc«aIe pnets shows a rise, the natural 
corollarv is tl at there has been a fall in the value of money 
This may be doe to the excessive supply of monev which can 
be adjusted properlv 

Index numbers can also be u»ed to gauge the progress of 
a particular business concern or of a number of busme«s concerns 
in a certain industry The increase or decrease m the index 
number for a particular year can be compared with the number 
100 for the base Tear 'nmQatly, they can be used for almost 
all economic, commercial and financial problems The trend 
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in 

the tn le, capita, profits etc , can nil be gauged with the 
nflp of index numbers 


TUtAWB VCK'9 

There are certain draw barks of index numbers firstly 
it is very difficult to seket a l>a«< period ssliuh is absolutilr 
*r«. from abnormalities S usndlv the romj lrison of prices 
over scnral years is rend e rid dill cult lx can i irticles change 
eotisiderablj in description and qudttv It nm I sol that 
this factor is less m irked in tie wholes iU thin m the retail 
markets Thlrdls, index numlxrs do m t inside a correct 
method of comp irison of tht jrie l sal in dilTirint countries 
because the base jcir, the s 1 rticn of tonui xlities etc in 
^nnus count rn a are cliff* rt nt 

In spite of tin diflicultics cnumentel an l the sanous 
obj°etions which are made to tin us t f pm 11 I x numbers 
u is found that the results ol taint l bv s inous inctho Is can 
bo rebed upon Index muni era art »t best onls aj proximate 
•boy are not inttndtd to t*e at olutdv accurate but in n|y 
an ftpj roximati indie ition of tl t tnnl < f 1 nns rstr a given 
Fxol of time Tl e V bast irostt vers tent final to the 
♦Mttonuat an l tht polltin in to th bu«m s < r„inizcr and t| 0 
statesman nlikc 
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! «ah prices 


, Tlie mim sources of index numbers of sslol <a.. 
mlndiaart the/ndmo Trade Jonnat and theunothml pubuca 
tions They appear to cm all prsctinblo inform ition about 
” e detail ol movement of wliolesale 1 not s in tl t larger towns 
The lond wholesale pricr index nunibtrs for ( ah utta Bombay, 
T do not sot m to be serving ms good purj o«e 
TJic existing general indtx number of wholesale prices m 
India is unsuitabl for its purpose Tbc figures arc expressed 
percentages of the sear lt*"J tht list of commodities lias not 
been revised since l 4 ** « except for slight alti rations 111 the choice 
of t quotations It intlmbs certain commodities like indigo 
V 11 ' 1 nt no lonfer of rmportancc, and it " LSI? Jw 
Aeeordinf to the contlnsinns o! the Bonier I >****■“““ 
m >« M Report, » 1,00 index rholiti t» “"EPjgJ. “ 
?"<» on the n odel ot tl.at of the Board ot Tr.de The dutioo 
W betneen prices ot Importetl and Fxported foods 
dropped and replaced by eatCforics similar re”?' 

Bntam ani N„„lood, .ith sotwlivia on ato Cereal, 

•a,', in tht first, anil Minerals, Textiles, etc ardhmetic 
The adoption ot the fiometm mean in place of **“■“““* 
aT «ragc is re commended bj the experts It is also su 0 gestcei 


* Stc* i&id p 44 
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that in the first instance the rear 1926 or 19°" should he chosen 
for equation to 100 because the rupee exchange on London 
did not settle down till 19°C, and this js prma facie a good 
date to select 

Pegarding market wholesale prices of agricultural produce, 
it is recommended that attention should be given to exact 
description of the grade, and the statements should be for 
particular dars and not averaged over a period 
Pet Ait Pkices 

It is clear that retail prices vary greatly from village to 
village and even within a city and that there are many grades 
with the same general name for which there are different prices 
These variations alone necessitate the ascertaining of prices 
at the same places vear bv year for the purpose of averaging 
The same grade and condition of each commoditv should be 
priced in each record for the same place The returns appear 
to be made in the market towns in a perfunctory manner, and 
there is no secuntv that they arc comparable from time to time 
and place to place It is unnecessary to collect these prices 
at very frequent intervals at a great number of recording 
stations and the great multitude of returns makes supervision 
difficult and probably ineffective 

In this connection the Bowlev Pobertson Committee 
recommend that instead of a double system of weekly and 
monthly reportg the prices should be ascertained on one day 
onli in each month (as is the custom of the Ministry of Labour 
in England) from a relatively small number of towns of various 
sizes in each province Not only should the grade and place, 
shop or market be rigidly defined and adhered to but al»o 
the nature of the transaction (method of sale, unit of account, 
etc ) that is the subject of report should be unchanged from 
month to month Even the time of dav should not be varied * 

For index numbers of retail prices the Committee 
recommend that they should not be computed for separate 
provinces but that data should be accumulated for India as 
a whole The index numbers for separate commodities must 
be set on a firm basis For their combination weighting is 
suggested and it will be necessary to make estimates of the 
restive importance of the commodities in the personal spend 
mg of the inhabitants of India excluding consumption not 
on a cash basis 

^ince the senes of pnees of commodities can onlv include 
articles which are exactly definable and do not change in their 
qualities except oier long periods the composite index will 

* -v wt -pp 4® V, 
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relate only to food, fuel and tho simpler kinds of clothing In 
off ,+ n * , w l J °l°sale index number, it will indicate the 
enect of the cost of merchant mg, but hardh at all that of 
manufacture ” 

Cost or Living Index 

India cost of living index number is not recom 
aed, because it would not be rcpiesentatne when applied 
a{f^ r0VlnCC3 ^ would ho impracticable also at present to 
mpt a calculation for villages where much of the comump 
i “ 13 not on a cash basis, and win re there is comidmblt 
ai variation The measurement of changes la the cost of 
v, hg is important in those large towns where wage payments 
re made mostly on a cash bisis, m order that public opinion 
a y be well informed when the merits of a wagi dispute tuni 
on the expense of living Separato index numbers should bo 
s , a<I e for each town as is the practice at present, and they 
snould not ho averaged together 

some towns ver\ satisfactory numbers exist, eg, 
"hmedabad, Nagpur, Sholapur, etc lo form these numbers 
® Stoup of accurate budgets is necessary This should cover 
“* e expenditure on. necessaries of the working class The 
number of budgets need not be large unless the divergence 
among them is very great Weights should be applied to 
me categories of food, clothing, fuel and rent respectively 
the resulting index shows the change m the expense of mam 
tailing a defined standard of living, so far as ordinary neces 
sa «es are concerned, for a family having an income near that 
of the average of those from whom the budgets are framed 
Wages and lmmplotment 

Accurate statistics should be obtained for wages and 
Employment There are three categories under winch 
Statistics can bo suitably collected in India (A) Tact ones and 
, (B) Other Urban Occupations , (f) Rural Occupations 
Under (A) improvement m the collection of statistical necessary , 
^Ude under (B) very little attention has been pud for the 
collection of statistics regarding tho wage rates of those persons 
^ho work outside the factories m tho towns The main work 
*nould bo done by Labour Offices and exact definition and 
comparability are essential 

Serious attention should be paid to the collection of 
statistics relating to persons m rural occupations A small 
humber of villages in each district should bo selected The 
adages should bo sneb where preferably a wholly cashratc is paid, 
* n<1 care should bo taken that in each successive record tho 
**«*» are paid for tho same work and aro stnctlv comparable 
A great deal of construction work is necessary before attempting 
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a general index number for the -whole of India or for the 
Provinces Fxperiments might he made in the construction 
of separate index numbers under A B and perhaps C 

Without an 1 nemployment Insurance Scheme or other 
means of registration adequate statistics of unemployment are 
not obtainable Such statistics are available in factories and 
mines, and variations m unemployment are fairly closely related 
inversely with those m employment These figures can be 
extended m «coj c, and arrangements may be made to publish 
them monthly The allied j roblem of labour turnover in 
factories is important, but presents special difficulties in this 
country Intensive studies should be made on the continuity 
of employment and the frequency of changes wherever the 
material for them 13 available Statistics of absenteeism coupled 
with those of unemployment throw some light on the problem 
Similarly, index numbers should be prepared relatmg- 
to profits foreign trade, balance of payments etc , for India 
In this connection the collection of adequate statistical material, 
particularly relating to banking, is very necessary It is only 
then that index numbers will be constructed on nght lines 
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